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THE  FINANCIAL  CONDITION  OF  THE  CREDIT 

UNION  INDUSTRY 


THURSDAY,  SEPTEMBER  29,  1994 

House  of  Representatives, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10  a.m.,  in  room  2128, 
Raybum  House  Ofifice  Building,  Hon.  Henry  B.  Gonzalez  [chairman 
of  the  committee]  presiding. 

Present:  Chairman  Gonzalez,  Representatives  Kanjorski,  Ken- 
nedy, Orton,  Velazquez,  Leach,  Roth,  McCandless,  Pryce,  and 
Huffington. 

The  Chairman.  The  committee  will  please  come  to  order. 

Oyer  the  past  decade  or  so,  credit  unions  have  undergone  dra- 
matic changes,  yet  the  Congress  has  paid  very  little  attention  to 
the  industry,  its  regulators,  or  the  financial  conditions  of  its  insur- 
ance fund. 

The  Congress  must  give  the  credit  union  industry  a  comprehen- 
sive checkup.  Credit  unions  have  grown  dramatically  because  they 
offer  superior  services  at  the  right  price.  The  industry  must  now 
become  introspective  and  deal  with  fine  tuning  issues  such  as  how 
to  get  credit  unions  to  make  more  loans,  settle  the  question  of  field 
of  membership  expansion,  carefully  review  the  obsolete  corporate 
credit  union  structure,  and  work  to  combat  lending  discrimination 
and  improve  the  community  development  record  of  all  credit 
unions. 

The  specific  goal  of  today's  hearing  is  to  enable  the  Congress  and 
the  public  to  better  understand  the  structure  and  the  financial  con- 
ditions of  the  credit  union  industry  and  its  deposit  insurance  fund, 
the  National  Credit  Union  Share  Insurance  Fund.  We  must  ensure 
that  the  credit  union  industry  is  sound  and  that  taxpayers  are 
protected. 

On  October  6,  the  committee  will  begin  an  examination  of  the  ob- 
solete corporate  credit  union  structure,  and  begin  discussing  the 
possibility  of  ending  the  largest  credit  union  trade  association's 
present  a.e  facto  control  of  the  industry's  liquidity  through  the  cor- 
porate credit  union  network. 

The  committee  warmly  welcomes  back  Mr.  Norm  D'Amours  as 
the  new  chairman  of  the  National  Credit  Union  Administration. 
Mr.  D'Amours  is  a  very  illustrious  former  member  of  this  commit- 
tee and  the  Congress.  Since  taking  over  as  chairman,  Mr. 
D'Amours  has  moved  decisively  to  deal  with  important  issues  fac- 
ing credit  unions.  In  light  of  the  Banesto  debacle  involving  the  U.S. 
Central  Credit  Union  to  evaluate  their  investments  and  risk-taking 
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behavior,  Chairman  D' Amours  has  really  worked  expeditiously  and 
effectively.  He  also  established  an  Office  of  Corporate  Credit 
Unions  to  specifically  handle  those  issues. 

Mr.  D'Amours  has  additionally  proposed  prohibiting  the  perva- 
sive interlocks  between  the  industry's  largest  trade  association  and 
the  corporate  credit  union  network.  We  all  know  the  dangers  of  a 
trade  association  having  too  much  sway  over  an  industry,  and  I  am 
fully  supportive  of  the  chairman's  efforts  to  distance  the  corporate 
credit  unions  from  trade  association  domination. 

Finally,  Chairman  D'Amours  has  given  priority  to  credit  unions 
serving  economically  distressed  communities,  and  has  undertaken 
a  long,  overdue  review  of  lending  discrimination  within  the  in- 
dustry. 

We  appreciate  the  efforts  of  Chairman  D'Amours.  We  look  for- 
ward to  his  testimony,  and  I  also  welcome  Mr.  Thomas  McCool  of 
the  GAO  who  will  provide  testimony  as  a  second  panel. 

With  that,  I  recognize  Mr.  Leach. 

[The  prepared  statement  of  Mr.  Gonzalez  can  be  found  in  the 
appendix.] 

Mr.  Leach.  Well,  thank  you,  Mr.  Chairman.  I  appreciate  your 
calling  this  hearing,  the  first  of  two  to  be  held  on  the  condition  of 
the  credit  union  industry. 

Although  the  industry,  by  all  accounts,  appears  to  be  in  good 
shape,  it  is  important  that  we  exercise  our  oversight  obligations.  I 
believe  the  last  time  the  chairman  of  NCUA  appeared  before  the 
committee  on  the  condition  of  the  industry  was  back  in  1991,  which 
may  be  a  bit  of  a  lengthy  respite,  but  by  the  same  token,  indicates 
that  the  industry  hasn't  been  in  the  news,  which  is  good. 

Regulation  does  have  to  keep  up  with  changing  markets  and 
technology,  and  potential  problems  have  to  be  identified  and  nipped 
in  the  bud.  Policies  and  regulation  that  are  effective  should  be 
studied  to  see  if  they  can  be  applied  elsewhere. 

Currently,  there  are  over  12,000  credit  unions  in  the  United 
States  which  serve  the  financial  needs  of  64  million  Americans. 
The  industry  has  its  highest  ever  capital  ratio  of  9.8  percent.  The 
number  of  troubled  credit  unions  is  at  a  10-year  low.  In  addition, 
with  the  passage  of  the  CDFI  bill,  credit  unions  will  have  an  even 
greater  opportunity  to  serve  the  credit  needs  of  the  poor  and  the 
inner  city. 

However,  there  are  a  few  areas  that  could  stand  closer  scrutiny. 
The  GAO  has  expressed  concern  that  the  level  of  interest  rate  risks 
that  credit  unions  have  assumed  has  increased.  The  second  major 
area  is  corporate  credit  unions,  and  I  am  pleased  to  note  that  the 
chairman  plans  to  address  this  issue  in  his  October  6  meeting. 

Overall,  the  general  consensus  is  that  the  credit  union  industry 
is  doing  well,  and  its  insurance  fund  is  in  good  shape.  I  thank  the 
chairman  for  holding  these  important  hearings  and  look  forward  to 
the  testimony  of  our  witnesses.  And  also,  I  think,  Mr.  Chairman, 
we  ought  to  express  appreciation  that  the  U.S.  taxpayer  has  not 
been  obligated  to  any  losses  in  the  credit  union  industry,  and  for 
that,  I  think  the  NCUA  deserves  some  credit,  as  well,  most  impor- 
tantly, as  the  credit  unions  in  this  country. 

Thank  you. 


[The  prepared  statement  of  Mr.  James  A.  Leach  can  be  found  in 
the  appendix.] 

The  Chairman.  Thank  you.  Well,  without  any  further  ado 

Mr.  Orton.  Mr.  Chairman. 

The  Chairman.  Oh,  pardon  me,  Mr.  Orton.  I  had  not  seen  you 
come  in. 

Mr.  Orton.  Thank  you.  If  I  might,  I  would  just  like  to  welcome 
Mr.  D' Amours  here  also.  It  was  a  pleasure  to  see  him  in  my  State 
just  a  couple  of  weeks  ago  as  the  NCUA  issued  or  presented  a 
check  to  the  Credit  Union  for  the  Blind  in  my  State,  which  is  pro- 
viding credit  to  visually  impaired,  low-income  persons  in  my  State. 
It  was  a  pleasure  to  work  with  you  and  to  have  you  come  out  to 
my  State  to  do  that. 

I  also  would  like  to  thank  the  chairman  for  holding  these  hear- 
ings. I  think  it  is  very  valuable  for  us  to  exercise  our  oversight  obli- 
gations. I  think  there  are  a  number  of  things  we  can  learn  through 
this  hearing.  In  the  state  of  the  credit  union  revolving  loan  fund, 
I  think,  the  state  of  the  credit  unions  themselves,  it  is  very  com- 
mendable to  recognize  that  there  have  been  no  losses  to  the 
taxpayers. 

It  is  also  commendable  to  note  that  the  fund  is  in  such  a  condi- 
tion that  it  is  my  understanding  they  don't  even  have  to  charge 
premiums.  The  interest  on  the  fund  alone  is  more  than  covering 
any  losses  which  are  incurred  through  the  fund.  So  that  is  very 
impressive. 

I  think  that  we  should,  as  Mr.  Leach  indicated,  try  to  find  those 
successes  that  are  working  and  try  and  expand  those  throughout 
the  financial  institution  industry,  to  share  with  others  the  suc- 
cesses that  credit  unions  are  experiencing. 

I  also  think  that  there  are  some  issues  of  concern  that  have  been 
raised.  It  is  important  that  we  examine  those  so  that  we  can  en- 
sure that  those  who  put  their  funds  into  credit  unions  continue  to 
have  a  safe  and  sound  system,  so  that  the  Treasury  is  protected 
against  losses  because  of  the  safety  and  soundness  of  the  system. 
I  also  think  there  is  a  legitimate  question  raised  about  CRA  apply- 
ing to  credit  unions. 

It  would  seem  to  me  that  the  CRA,  Community  Reinvestment 
Act,  does  in  fact  have  a  valid  and  legitimate  public  policy  purpose 
in  our  country.  It  seems  to  me  that  that  public  policy  purpose  is 
to  ensure  that  financial  institutions  are  in  fact  providing  financial 
services  to  their  local  community  and  investments  in  that  commu- 
nity, and  to  ensure  that  all  financial  institutions  operate  more  or 
less  like  credit  unions  are  established  to  operate,  which  is  to  the 
benefit  of  their  members.  So  it  would  seem  to  me  that  credit  unions 
are  already  in  total  compliance  and  probably  more  in  compliance 
than  any  other  financial  institutions  under  CRA. 

But  I  think  there  is  a  legitimate  question  about  the  technical  ap- 
plication, and  I  would  be  very  interested  in  hearing  your  response, 
Mr.  D'Amours,  about  how  that  might  be  accomplished.  It  wouldn't 
seem  to  me  that  it  would  be  imposing  anything  that  they  are  not 
already  doing  on  credit  unions.  But  I  would  like  to  hear  from  you 
your  concerns,  if  you  have  any,  about  imposing  the  CRA  and  how 
that  might  be  accomplished. 


So,  anyway,  I  appreciate  the  chairman  holding  these  hearings 
and  look  forward  very  much  to  the  testimony, 

[The  prepared  statement  of  Mr.  Bill  Orton  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you. 

Mr.  Kanjorski,  do  you  have  any  brief  statement? 

Mr.  Kanjorski.  I  will  make  it  orief,  Mr.  Chairman. 

Mr.  Chairman,  I  want  to  congratulate  you  for  holding  these  hear- 
ings, today.  I  also  want  to  welcome  the  new  chairman  to  the  NCUA 
board.  I  have  had  the  pleasure  to  know  the  new  chairman  for  more 
than  10  years  now,  and  I  know  where  his  heart  and  his  head  are 
and  they  are  headed  in  the  right  direction.  I  am  sure  his  adminis- 
tration is  going  to  correct  any  mistakes  of  the  last  decade  with  the 
supervision  or  regulation  of  the  credit  unions. 

I  wish  to  say,  so  that  the  record  is  clear,  that  I  have  had  the  oc- 
casion to  Whitewater  with  the  chairman  before  that  word  got 
stained,  when  he  joined  me  in  literally  whitewatering  down  the  Le- 
high River  in  Pennsylvania.  And  as  my  colleague  from  Utah  has 
pointed  out,  this  chairman  is  an  activist,  he  is  there,  on  the  front- 
line, and  he  probably  has  the  best  relationship  with  this  Congress 
of  any  regulator  that  I  know. 

[The  prepared  statement  of  Mr.  Kanjorski  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you.  I  will  ask  unanimous  consent  that  all 
members  have  an  opportunity  to  present  opening  statements  in  the 
record  when  they  arrive. 

Do  you  have  any,  Mr.  Roth? 

Mr.  Roth.  Mr.  Chairman,  I  will — for  the  sake  of  time,  I  will  just 
introduce  my  statement  in  the  record,  if  you  don't  mind. 

The  Chairman.  Thank  you  very  much. 

Mr.  Leach.  Will  the  chairman  )neld  for  one  moment? 

The  Chairman.  Certainly. 

Mr.  Leach.  I  just  want  to  add  on  to  what  Mr.  Kanjorski  said, 
that  we  do  welcome  Mr.  D'Amours  and  we  are  very  pleased  that 
he  has  assumed  this  great  new  position  and  we  hold  you  in  high 
esteem. 

Mr.  D'Amours.  Thank  you. 

The  Chairman.  Did  you  have  any  statement,  Ms.  Velazquez? 

Ms.  Velazquez.  I  ask  to  have  it  submitted  for  the  record. 

[The  prepared  statement  of  Ms.  Vel£izquez  can  be  found  in  the 
appendix.] 

The  Chairman.  I  had  just  made  that  request. 

Well,  Mr.  Chairman,  let's  proceed,  and  thank  you  again. 

STATEMENT  OF  NORMAN  E.  D'AMOURS,  CHAIRMAN,  NATIONAL 
CREDIT  UNION  ADMINISTRATION 

Mr.  D'Amours.  I  would  like  to  have  it  embossed,  perhaps.  I 
would  appreciate  having  it  entered  into  the  record,  Mr.  Chairman, 
thank  you.  I  will  summarize  it  as  briefly  as  I  can,  although  per- 
haps not  as  well  as  you  have  already  done. 

Quite  frankly,  with  the  statements,  Mr.  Chairman,  that  you 
made  in  opening  this  meeting,  you  gave  much  of  what  I  intended 
to  give  by  way  of  an  opening  statement.  You  hit  most  of  the  high 
points.  With  the  exception  of  your  use  of  the  word  "obsolete"  to  de- 


scribe  the  corporate  system,  I  would  agree  with  everything  you 
said.  I  think  the  corporate  system  is  in  need  of  attention;  I  just 
don't  know  that  I  would  use  quite  that  word,  Mr.  Chairman. 

Also,  I  want  to  thank  you,  Mr.  Chairman,  and  the  other  members 
of  the  committee  who  have  spoken  up  for  the  congratulatory  and 
praiseful  remarks  that  you  directed  at  me,  but  I  need  to  say  that 
I  am  one  of  a  three-person  board,  and  as  a  matter  of  fact,  the  vice 
chairman  of  the  board,  Mrs.  Shirlee  Bowne,  is  seated  behind  me  to 
my  left,  and  I  can't  do  anything  acting  alone.  And  Ms.  Bowne,  who 
is  here,  I  have  to  say  has  been  extremely  helpful  in  advancing  the 
programs  that  you  have  just  identified  as  important. 

So  with  that,  Mr.  Chairman,  I  would  now  like  to  give  an  abbre- 
viated statement.  I  am  going  to  just  briefly  touch  upon  areas  you 
asked  me  to  address. 

First,  the  community  development  and  small  credit  unions.  Mr. 
Chairman,  we  at  NCUA  are  absolutely  committed  to  the  ideal  that 
all  Americans  are  entitled  to  basic  financial  services.  That  is  the 
basic  mission  of  credit  unions,  to  serve  those  denied  access  to  more 
traditional  financial  services,  or  those  who  have  been  abandoned  by 
providers  of  more  traditional  financial  services.  It  is  in  all  of  our 
interest  that  people  of  small  means,  whatever  their  race,  sex,  or  ge- 
ographic location,  have  access  to  credit. 

In  this  endeavor,  the  NCUA  board  recently  established  an  Office 
of  Community  Development  Credit  Unions  within  the  office  of  the 
chairman  of  the  board.  We  have  established  special  training  pro- 
grams. We  have  amended  field  of  membership  guidelines  to  allow 
expansion  into  low-income  areas,  and  we  have  made  it  easier  for 
low-income  credit  unions  to  expand  and  associate  with  other  credit 
unions. 

Thirty  new  charters  have  been  approved  in  the  last  2  years  and 
most  of*^ these  serve  predominantly  minority  and/or  low-income  com- 
munities. On  average,  low-income  credit  unions  are  growing  faster 
than  other  credit  unions  and  have  a  greater  percentage  of  their 
shares  in  loans  out  to  members. 

Second,  supervisory  issues.  Examiner  training  is  a  high  priority 
for  our  agency.  I  believe  NCUA  can  be  quite  proud  of  the  fact  that 
the  National  Association  of  State  Boards  of  Accountancy  list 
NCUA's  training  program  on  the  National  Registry  of  Continuing 
Professional  Education  Sponsors.  We  were  the  first  Federal  finan- 
cial institution  regulatory  agency  to  receive  that  designation. 

As  to  investments,  NCUA's  regulations  prohibit  futures,  swaps, 
options,  or  other  similar  derivatives,  and  there  are  restrictions  on 
the  mortgage-backed  securities  held  in  Federal  credit  union  port- 
folios. A  CMO  or  a  REMIC  can  only  be  purchased  or  held  if  it 
passes  three  tests:  An  average  life  test,  an  average  life  sensitivity 
test,  and  a  price  sensitivity  test. 

Moreover,  Mr.  Chairman,  we  are  going  to  be  looking  at  special 
limitations  for  all  credit  unions,  including  corporates,  on  derivative 
investments.  These  limitations  will  be  based  on  a  percentage  of 
capital,  on  disclosure  requirements,  and  on  requiring  that  the 
board  of  directors  specifically  approve  a  management  plan  for  han- 
dling of  such  derivatives. 

You  may  recognize  these  ideas  because  I  think  they  are  embodied 
in  a  bill  that  you  have,  with  others.  But  we  think  that  is  good — 


those  are  good  regulatory  procedures  and  we  intend  to  begin  look- 
ing at  them  in  the  fairly  near  future. 

In  evaluating  risk  management,  NCUA's  primary  line  of  defense 
is  the  annual  on-site  examination.  In  addition,  we  now  require 
quarterly  call  report  data  from  credit  unions  over  $50  million,  as 
was  originally  suggested  back  in  1991  by  GAO  and  semiannual  risk 
reports  for  credit  unions  over  $20  million. 

Real  estate  lending  is  another  area  that  is  being  closely  mon- 
itored. In  April  1994,  we  issued  new  guidelines  to  encourage  credit 
unions  to  balance  the  risk  associated  with  carefully  imderwriting 
real  estate  loans  that  don't  meet  secondary  market  standards, 
while  meeting  the  needs  of  lower  income  members  that  credit 
unions  are  supposed  to  be  serving.  If  a  credit  imion  has  prudent 
loan  policies,  strong  capital,  and  a  reasonable  level  of  delinquency, 
a  portion  of  its  lending  should  be  directed  to  members  who  may  not 
fit  the  traditional  secondary  market  standards. 

Third,  corporate  credit  unions.  As  you  very  well  know,  Mr.  Chair- 
man, you  have  already  arranged  that  there  will  be  hearings  on  this 
in  October,  but  just  to  touch  on  it  lightly,  I  would  like  to  mention 
that  the  NCUA  board  ordered  a  thorough  180-day  study  of  the  en- 
tire corporate  system  and  its  oversight  by  NCUA  in  my  second 
month  as  chairman. 

Recommendations  from  an  independent  study  group  corroborated 
many  of  the  findings  of  the  1991  GAO  study  mandated  by  the  Con- 
gress, and  the  NCUA  board  intends  to  consider  regulations  in  the 
near  future  that  will  address  many  of  the  capital,  investment,  man- 
agement, regulatory,  and  other  issues  cited  in  our  corporate  study 
and  in  that  GAO  report. 

We  are  also  focusing  on  another  aspect  of  the  corporate  credit 
union  system,  one  that  you  have  referred  to  in  your  opening  state- 
ment. Almost  half  of  today's  corporate  credit  unions  are  closely  tied 
to  their  State  credit  union  league  or  trade  associations,  either 
through  interlocking  boards,  management  arrangements,  or  both. 

To  address  resulting  conflicts  of  interests,  the  board  issued  a  pro- 
posed rule  that  will,  if  adopted,  require  that  at  least  a  majority  of 
a  corporate  credit  union's  directors,  including  the  Chair,  the  indi- 
viduals who  represent  member  credit  unions  do  not  serve  as  offi- 
cers, directors,  or  employees  of  credit  union  related  associations. 

The  NCUA  board  very  recently  established  for  the  first  time  a 
separate  Office  of  Corporate  Credit  Unions  that  has  the  sole  re- 
sponsibility for  corporate  examination  and  supervision  programs. 
This  office  reports  directly  to  the  NCUA  board  and  is  working  to 
significantly  upgrade  the  expertise  and  the  effectiveness  of  our  cor- 
porate examiners. 

Fourth,  regulatory  issues,  what  I  believe  to  be  very  important. 
The  NCUA  board  is  particularly  gratified  by  the  recent  decision  in 
the  U.S.  District  Court  for  the  District  of  Columbia  upholding 
NCUA's  field  of  membership  policies.  I  would  like  to  reemphasize 
that  common  bonds,  while  important,  is  not  the  defining  char- 
acteristic of  a  credit  union. 

The  court  recognized  the  congressional  purpose  in  creating  and 
supporting  a  nonprofit,  member-owned,  democratically  controlled 
and  cooperative  financial  system,  a  system  charged  witn  improving 
and  fostering  the  creation  and  growth  of  credit  unions  and  the 


credit  union  philosophy.  That  is  the  quintessential  essence  of  credit 
union  themselves. 

We  have  recently  been  witness  to  a  disturbing,  though  not  yet 
widespread  trend,  and  that  is  credit  unions  are  oeing  solicited  to 
convert  to  savings  banks  or  other  types  of  charters  in  order  to  fur- 
ther the  financial  interests  of  lawyers,  other  outsiders,  and  some 
insiders.  I  want  to  assure  this  committee  that  NCUA  will  not  allow 
conversions  of  credit  unions  to  take  place  against  the  interest  of 
credit  imion  members,  against  the  wishes  of  credit  union  members, 
and  without  their  fully  informed  consent. 

Fifth,  statutory  issues.  Mr.  Chairman,  we  strongly  support  and 
applaud  your  decision  and  that  of  the  administration  to  leave 
NCUA  out  of  the  proposed  Federal  Banking  Commission.  We  be- 
lieve the  expertise,  the  focus,  and  the  philosophy  of  this  agency 
would  be  lost  in  a  superagency  and  the  purpose,  integrity,  and 
uniqueness  of  the  credit  union  system  would  be  destroyed. 

Sixth,  I  am  pleased  to  report,  Mr.  Chairman,  that  the  financial 
performance  of  federally  insured  credit  unions  during  the  first  half 
of  1994  continues  to  be  excellent.  From  January  to  June  of  this 
year,  capital  grew  5.8  percent  to  $28.5  billion,  and  the  capital-to- 
asset  ratio  reached,  as  Mr.  Leach  noted,  9.8  percent. 

The  health  of  the  National  Credit  Union  Share  Insurance  Fund 
reflects  this  strong  performance.  The  current  equity  ratio  is  1.27 
percent.  Insurance  losses  this  year  were  only  $26  million  as  of  June 
30,  and  we  expect  to  close  the  year  with  a  loss  of  only  10  cents  per 
$1,000  of  insured  shares. 

I  would  highlight  the  fact,  as  I  believe  Mr.  Leach  already  men- 
tioned, that  in  24  years  of  operation,  the  National  Credit  Union 
Share  Insurance  Fund  has  never  experienced  a  losing  year,  and 
has  not  cost  the  taxpayers  of  this  country  a  single  penny. 

Finally,  Mr.  Chairman,  with  regard  to  the  headquarters  building 
occupied  by  NCUA  which  you  also  asked  me  to  address,  I  ordered 
a  detailed  study  that  has  identified  some  redundancy  and  waste. 
The  current  NCUA  board  wants  to  ensure  that  the  building  meets 
our  present  and  future  needs  while  providing  the  best  value  to  the 
agency  through  the  most  efficient  utilization  of  space. 

Also  I  would  like  to  report  that,  through  realignment  of  re- 
sources, we  have  increased  the  number  of  women  and  minority 
staff  members  in  supervisory  positions  and  we  intend  to  continue 
pursuing  that  effort. 

Mr.  Chairman,  that  concludes  my  oral  statement. 

[The  prepared  statement  of  Mr.  D'Amours  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much,  Mr.  Chairman.  As  a  mat- 
ter of  fact,  you  answered  about  85  percent  of  the  questions  and 
very  satisfactorily.  It  is  very,  very  encouraging  and  in  fact  inspiring 
to  hear  you  address  such  things  as  your  derivative  investments,  the 
market-backed  security,  securitization,  which  also  is  involved  in 
this  generally  designated  derivative  casino  activities.  Unlike  our 
banks  and  financial  institutions  that  are  balking,  and  fighting 
every  inch  of  the  way  to  keep  us  from  doing  anything,  even  mini- 
mal, such  as  the  bill  we  have  pending  that  Mr.  Leach  and  I  have 
introduced  in  which  we  just  are  merely  following  the  recommenda- 
tions that  the  GAO  has  given  us,  which  are  to  bring  some  sem- 
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blance  of  harmony  in  regulatory  practices  to  enable  the  regulators 
to  get  the  information  they  need  to  properly  regulate. 

Yet,  the  regulators  and  the  banks,  big  and  little,  the  national  as- 
sociations, are  doing  the  same  thing  that  the  S&Ls  did  going  back 
as  far  as  the  time  when  you  were  here.  And  they  manage  to  frus- 
trate, particularly  at  this  particular  election  year,  to  the  detriment 
of  the  national  interest. 

The  situation  is  a  lot  more  serious  than  has  been  let  on.  It  is 
worldwide,  and  that  is  the  reason  that  I  was  able  to  ask  Mr,  Leach 
who  acquiesced  to  reduce  the  severity  of  his  originally  introduced 
bill,  because  no  sovereign  nation,  including  our  own,  can  unilater- 
ally control  what  is  now  massive,  tremendous,  almost  undefinable. 
Even  the  Wall  Street  Journal  itself  has  estimated  that  there  is  not 
less  than  $38  trillion  involved  in  this  derivative,  of  which,  as  you 
know,  is  so  much  gambling  and  nothing  else.  And  there  is  a  dilu- 
tion among  the  financial  institutions. 

Now,  if  the  noninsured,  nondepository  activity  such  as  the  securi- 
ties corporations,  want  to  gamble,  that  is  fine.  But  when  our  in- 
sured depository  institutions  get  involved,  I  think  we  have  a  clear 
challenge,  a  clear  signal  that  we  have  a  responsibility  on  the  con- 
gressional level,  or  GAO  has  endorsed  that  through  its  very  dili- 
gent evaluation.  I  asked  for  it  about  2  years  ago.  And  so  we  are 
charged  with  knowledge,  and  I  am  delighted  to  know  and  hear  you 
respond  in  such  a  competent  way  this  morning  as  to  how  you  are 
addressing  it  with  your  financial  institutions. 

You  addressed  a  question  of  the  interlocks.  I  know  that  Texas — 
you  know,  I  associate,  because  I  was  a  young  man  in  the  Depres- 
sion, and  I  was  the  one  that  organized  the  first  parish  credit  union 
before  the  war,  at  the  San  Fernando  cathedral  parish  where  I  was 
born  then  and  grew  up.  It  didn't  last  long. 

But  what  you  had  then  was  the  poorest  of  the  poor  having  to  bor- 
row even  $1  a  week,  and  at  the  end  of  the  week  having  to  pay  back 
$3,  $5,  pay  back  $10.  And  so  our  little  credit  union  didn't  have 
much,  didn't  even  have  $100.  But  we  were  able  to  help  a  lot  of 
people. 

Then  after  the  war,  you  had  a  tremendous  enlargement  of  the 
parish  credit  union  system,  and  I  know  that  it  is  pluralistic  activ- 
ity. You  have  small  credit  unions,  and  this  is  a  difficulty  that  I 
know  you  face  as  compared  to  the  big  and  the  corporate  credit 
union  movement.  But  so  is  the  banking  industry  in  the  United 
States.  It  is  pluralistic.  But  I  think  it  is  very,  very  important  that 
we  act. 

So  with  that,  I  just  want  to  end  up  by  complimenting  you  again. 
You  answered  the  questions  I  had. 

Mr.  Leach. 

Mr.  D'Amours.  Thank  you,  Mr.  Chairman. 

Mr.  Leach.  Thank  you,  Mr.  Chairman.  And  let  me  just  say,  I 
think  that  the  credit  unions  have  done  a  fabulous  job  in  bolstering 
their  internal  capital. 

Mr.  D'Amours.  I  didn't  hear  the  end  of  that. 

Mr.  Leach.  I  think  the  credit  unions  in  general  have  done  a  fab- 
ulous job  in  bolstering  internal  capital.  Nine  point  eight  percent  is 
very  significant,  but  it  is  important  that  we  look  at  aberrations.  It 


is  my  understanding  that  when  Banesto  failed,  U.S.  Central's  pri- 
mary capital  was  below  1  percent. 

Do  you  know  what  the  institution's  capital  now  is? 

Mr.  D'Amours.  One  and  a  half  percent,  Mr.  Leach. 

Mr.  Leach.  Was  U.S.  Central  allowed  to  hold  less  capital  than 
other  corporates  and  natural  person  credit  unions? 

Mr.  D'Amours.  U.S.  Central  is  holding  less  capital  now.  In  the 
past,  that  was  justified  on  the  basis  of  the  three-tiered  system  that 
exists  in  credit  unions,  but  it  is  a  question  that  we — that  our  study 
has  addressed  and  the  GAO  study — our  own  internal  study  has  ad- 
dressed, the  GAO  study  has  addressed,  and  we  intend  to  take  up 
that  issue  in  the  relatively  near  future.  I  would  guess  that  if  not 
by  the  end  of  this  year,  certainly  in  one  of  our  early  meetings  in 
1995. 

Mr.  Leach.  Well,  it  is  my  understanding  that  you  have  sus- 
pended overseas  investments  for  corporates? 

Mr.  D'Amours.  There  is  a  moratorium  pending.  Congressman 
Leach,  on  overseas  investments,  that  is  correct. 

Mr.  Leach.  But  the  time  Banesto  failed,  U.S.  Central  had  40 
percent  of  its  assets  overseas. 

Mr.  D'Amours.  It  had,  I  think,  more  than  twice  its  capital  in 
that  single  investment. 

Mr.  Leach.  But  40  percent  of  total  assets  was  overseas.  In  addi- 
tion, investing  twice  the  capital  level  in  a  single  investment  would 
only  be  a  couple  percent  of  assets. 

Mr.  D'Amours.  That  is  correct. 

Mr.  Leach.  What  is  the  current  percentage  of  overseas  assets  in 
U.S.  Central? 

Mr.  D'Amours.  At  the  present  time? 

Mr.  Leach.  Yes. 

Mr.  D'Amours.  I  don't  know  that  we  have  a  definitive  answer  for 
you  now,  but  it  is  less  than  10  percent. 

Mr.  Leach.  Is  there  a  reason  it  was  given  a  waiver  to  invest  so 
much  externally,  or  did  it  just  kind  of  happen? 

Mr.  D'Amours.  Well,  Mr.  Chairman,  I  don't  know  that  a  waiver 
was  required — excuse  me,  Mr.  Leach,  I  don't  know  that  a  waiver 
was  required  for  that.  I  think  these  were — there  was  no  waiver  re- 
quired. The  credit  union  statute  allowed  this.  But  we  did — they 
were  operating  under  a  restriction  that  they  could  only  invest  in 
AA  countries. 

Mr.  Leach.  In  terms  of  disintermediation,  you  now  have  a  24- 
cent  or  so  advantage  over  S&Ls  on  insurance  premiums.  Are  you 
seeing  any  disintermediation  from  S&Ls  to  credit  unions  due  to 
this  24-cent  premium  disparity? 

Mr.  D'Amours.  There  has  been  no — on  a  member  basis,  I  don't 
know  that  I — that  we  have  the  ability  to  make  that  judgment. 
There  has  been  no  conversion.  If  you  mean  conversions,  no.  We 
haven't  seen  anything  as  of  yet,  anyway.  In  terms  of  individual 
S&L  customers  becoming  members  of  credit  unions,  I  don't  have 
any  statistics  with  which  to  answer  that  question. 

Mr.  Leach.  OK  In  your  testimony,  in  the  written  text,  you  men- 
tioned there  are  some  625  or  626  credit  unions  that  are  not  feder- 
ally insured  and  they  have  about  $8.4  billion  in  assets. 
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Do  you  have  any  way  of  monitoring  the  health  of  these 
institutions? 

Mr.  D' Amours.  Yes,  we  do,  Mr.  Chairman.  In  a  couple  of  ways. 
We  can  regulate  their  ability  to  interact  with  institutions, 
corporates,  for  instance,  with  which  we  do  insure  and  regulate,  and 
if  they  are  federally  insured,  of  course.  We  are  monitoring  these  in- 
stitutions very  carefully.  We  are  seeing  to  it  that  they  are  exam- 
ined on  at  least  an  18-month  cycle. 

Mr,  Leach.  Why  is  it  that  anyone  would  remain  privately  in- 
sured other  than  possibly  to  have  lower  standards?  Historically, 
there  have  been  States,  and  so  forth,  that  have  had  a  dispropor- 
tionate number  of  privately  insured  institutions,  S&Ls,  and  banks. 
These  institutions  have  wanted  to  be  privately  insured  because  of 
the  lower  premiums. 

But  since  you  have  no  premium,  why  would  anyone  want  to  re- 
main private? 

Mr.  D'Amours.  Well,  I  think,  Mr.  Chairman,  that  the  drive  origi- 
nates in  an  intent  to  preserve  a  dual  system  and,  of  course,  private 
insurance,  to  the  extent  that  it  works,  very  much  encourages  the 
continuation  of  the  dual  insurance  system. 

Mr.  Leach.  Well,  all  I  would  say 

Mr.  D'Amours.  We  have  supported  legislation  which  has  come  up 
in  Congress  in  the  past  to  require  insurance.  That  would  be  some- 
thing that  I  think  this  panel,  or  the  Ways  and  Means  Committee — 
this  panel,  I  am  sorry,  would  have  to  address. 

Mr.  Leach.  Let  me  say  I  have  always  supported  that  and  been 
a  strong,  active  advocate  of  that.  In  theoretical  terms,  since  you 
don't  have  a  premium,  it  doesn't  strike  me  that  there  can  be  any 
reason  anyone  would  not  want  to  join  your  system,  other  than  that 
they  don't  want  to  abide  by  the  standards  of  your  system.  This 
would  mean  that  the  private  insurance  industry  does  not  provide 
very  adequate  insurance  coverage  for  the  depositor.  And  so  I  think 
this  panel  ought  to  look  very  closely  at  bringing  uninsured  institu- 
tions into  the  rubric  of  your  jurisdiction. 

I  appreciate  the  time,  Mr.  Chairman,  and  I  would  like  to  stress 
that  I  think  it  is  very  impressive  that  we  are  looking  at  an  aberra- 
tional problem  in  U.S.  Central  and  not  a  generic  industrywide 
trend,  and  that  despite  the  problems  in  that  institution,  that  the 
NCUA  appears  to  have  things  in  hand. 

However,  I  would  certainly  stress  that  a  level  of  40  percent  for- 
eign country  investments  for  that  kind  of  institution  does  look  im- 
prudent, and  I  am  glad  you  are  dealing  with  that. 

Mr.  D'Amours.  We  called  them  in,  Mr.  Leach,  as  soon  as  this 
came  to  our  attention.  I  think  I  had  only  been  on  the  job  a  few 
weeks.  And  it  was  called  to  my  attention,  in  fact,  for  the  first  time 
by  Ms.  Bowne,  who  is  seated  here  by  the  vice  chairman,  and  we 
acted  on  it  immediately.  And  we  called  U.S.  Central  in  and  asked 
them  to — and  that  is  when  this  whole  review  of  the  corporate  sys- 
tem began. 

Mr.  Leach.  Thank  you. 

The  Chairman.  Mr.  Kanjorski. 

Mr.  Kanjorski.  Thank  you  very  much,  Mr.  Chairman. 

Chairman  D'Amours,  welcome  to  the  committee.  I  am  always  in- 
terested in  the  concept  of  the  common  bond  as  justification  for  the 
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existence  of  credit  unions,  and  I  think  of  several  years  ago,  I  recall 
thinking  about  filing  an  application  for  a  charter  that  would  qualify 
anyone  who  is  an  oxygen-breathing  mammal,  and  I  think  I  covered 
everybody  with  that  one. 

But  there  has  been  this  tendency  to  constantly  eat  away  at  the 
defined  role  of  the  credit  union,  the  concept  of  the  common  bond. 
And  I  just  want  to  compliment  you,  because  I  know  that  you 
watched  that  too,  and  you  should  let  the  credit  union  movement 
know  that  unwarranted  erosion  of  the  common  bond  is  the  area 
that  I  think  could  tip  them  into  the  CRA  and  other  requirements 
that  seem  to  be  counterproductive  for  the  credit  union  movement 
and  their  intentions. 

The  other  problem  that  I  would  like  to  commend  you  on,  that  you 
are  taking  action  on,  is  regulating  interlocking  directorships.  I  sup- 
port you  in  that.  I  think  that  is  a  very  serious  issue  again,  like  the 
common  bond  that  has  to  be  looked  at.  The  word  should  go  out  to 
the  credit  union  movement  that  this  is  another  area  of  a  trap  that 
ultimately  could  cost  them  far  more  than  they  would  ever  realize. 

And  another  area  is  the  conversion  of  credit  unions  to  savings 
banks  charters.  This  smacks  of  improper  financial  investment  re- 
turn. If  these  are  lawyers  doing  this,  let's  line  them  up  against  the 
wall  and  shoot  them.  If  they  are  financial  people  that  are  doing  it 
for  personal  gain,  let's  get  them  out  there  and  identify  them. 

Mr.  Chairman,  the  one  thing  I  would  like,  and  I  know  we  have 
talked  on  many  occasions,  and  since  the  passage  of  the  CDFI  bill, 
there  are  now  a  lot  of  indications  that  it  could  go  forward.  I  would 
like  to  see  the  credit  union  movement  become  a  larger  player  in  the 
potential  providing  of  venture  capital  to  people  seeking  opportunity 
in  our  society.  And  I  see  a  new  field  out  there  that,  because  of  the 
massive  involvement  of  the  credit  unions,  and  a  number  of  mem- 
bers that  are  out  there,  an  opportunity  to  invite  presently  dis- 
advantaged Americans  into  the  free  market  system  by  opening  up 
access  to  venture  capital  for  business. 

I  think  there  is  a  way  that  we  could  find  that  to  happen  that 
would  not  be  inconsistent  with  the  credit  union  movement  insofar 
as  that  touched  the  credit  side,  now  there  is  no  reason  why  we 
don't  find  opportunity  for  disadvantaged,  low-income  people  on  the 
capital  side,  so  that  investments  could  be  made  and  new  businesses 
started. 

So  I  look  forward  to  working  with  you  on  that. 

Mr.  D'Amours.  Well,  in  fact,  Mr.  Kanjorski,  there  is  a  way  and 
it  has  begun  to  happen.  The  Congress,  some  years  ago,  created  a 
revolving  loan  fiind  which  could  find  its  way  into  low-income  credit 
unions  for  that  purpose.  The  CDFI  bill  that  this  committee  and  the 
full  Congress  recently  passed  addresses  that  question.  The  Federal 
Credit  Union  Act  and  regulation  allows  low-income  credit  unions  to 
accept  nonmember  deposits  in  substantial  amounts,  given  their 
small,  relatively  small  size.  So  there  are  ways  where  this  kind  of 
capital  could  find  its  way  into  the  low-income  areas  that  credit 
unions  are  intended  to  serve. 

Mr.  Kanjorski.  Well,  I  look  forward  to  working  with  you  on  that. 
But  other  than  that,  I  have  no  other  questions. 

Mr.  D'Amours.  Thank  you.  Congressman  Kanjorski.  I  appreciate 
it. 
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The  Chairman.  Mr.  McCandless. 

Mr.  McCandless.  Thank  you,  Mr.  Chairman. 

Mr.  D'Amours,  I  want  to  compliment  you  for  your  statement.  I 
think  there  is  a  lot  in  here  that,  as  the  chairman  stated,  answers 
a  number  of  questions  that  all  of  us  had. 

The  concern  I  had  beyond  those  that  have  already  been  ex- 
pressed is  the  ability,  managementwise,  of  a  small  credit  union  to 
all  of  a  sudden  decide  it  wants  to  go  the  way  of  a  big  credit  union 
that  may  be  down  the  street,  or  whatever,  but  that  there  is  not  the 
knowledge  within  the  framework  of  the  management  to  be  able  to 
do  many  things,  for  example,  collateralized  mortgages. 

You  need  experience  and  training  in  order  to  handle  something 
like  that,  and  we  have  seen  where  credit  unions  have,  over  a  very 
short  period  of  time,  gotten  involved  in  so  many  areas  of  which  this 
is  an  example,  that  there  is  the  chance  of  a  repeat  of  some  savings 
and  loan-type  situations  where  the  management  was  not  capable 
of  making  good  decisions  or  proper  decisions  through  lack  of 
experience. 

Having  made  that  statement,  do  you  have  a — ^beyond  that  of  your 
auditing  process,  do  you  have  anything  in  the  way  of  a  training 
program  or  a  means  by  which  these  people  could  avail  themselves 
of  additional  knowledge  beyond  that  of  their  own  personal 
experience? 

Mr.  D'Amours.  Well,  we  don't — Congressman,  we  don't  have  a 
training  program  for  credit  union  managers,  operators,  and  system- 
connected  people.  We  train  our  examiners,  and  as  I  said  in  my  tes- 
timony, we  have  a  very  good  training  program  for  this.  But  we 
have,  as  the  testimony,  the  full  testimony  especially  refers,  we  have 
a  number  of  limits  to  these  kinds  of  investment,  that  through  our 
examination  process,  enables  us  to,  and  hopefully  in  the  future  in- 
creasingly will  enable  us  to  prevent  these  kinds  of  decisions  being 
made  by  people  who  may  not  be  competent  to  make  them. 

Beyond  this,  we  have  sent  out — I  have  sent  out,  as  chairman,  let- 
ters to  credit  union  managers  warning  them  of  the  risks,  advising 
them  of  the  procedures  that  they  ought  to  be  following  to  safely  in- 
vest in  CMOs,  in  mutual  funds,  and  the  like. 

So  all  I  can  tell  you  is  that — and  I  would  like  to  add  that  you 
mentioned  small  credit  unions.  Small  credit  unions  generally  don't 
get  involved  in  these  kinds  of  investments  by  virtue  of  their  size 
and  their  lack  of  management  potential. 

Mr.  McCandless.  If  I  may  interrupt  you,  small  savings  and 
loans  didn't  used  to  get  involved  in  these  either,  but  then  all  of  a 
sudden,  the  boys  were  doing  it,  so  we  want  to  be  one  of  the  boys, 
but  we  don't  have  the  wherewithal  to  be  one  of  the  boys  but  we 
find  out  too  late.  That  is  my  concern. 

Mr.  D'Amours.  We  understand  that.  Two  things,  and  this  may 
not  directly  refer  to  what  you  were  asking,  but  in  case  it  does,  one 
has  to  remember  that  the  credit  union  system  is  unique.  I  think 
the  chairman's  opening  remarks  and  some  of  the  remarks  that 
some  of  the  members  have  made,  clearly  show  that  this  is  a  dif- 
ferent kind  of  a  financial  institution  system. 

We  are  a  cooperative — or  they  are  a  cooperative  system,  and  we 
are  encouraging  some  cooperation  at  the  management  level  and 
some  of  that  is  occurring.  Moreover,  we  are  going  to  be  considering 
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very  soon  applying  FASB  115  to  all  credit  unions,  and  we  believe 
that  this  operation  will  require — force  boards  of  directors  to  become 
more  aware  of  the  conditions  of  the  credit  unions  that  they  are  run- 
ning to  get  a  better  handle  perhaps  on  their  management. 

Mr.  McCandless.  Before  my  time  expires,  I  have  one  other  ques- 
tion that  I  think  is  important  for  the  panel.  Credit  unions  have  ex- 
panded beyond  that  of  the  traditional  type  of  credit  union  which 
was  on  the  second  floor  of  a  building  and  handled  small  require- 
ments, emergency  or  otherwise,  on  the  part  of  its  investors  or 
members.  They  have  gone  into  branching,  they  have  gone  into 
communities,  and  in  a  sense,  an  additional  banking  or  financial 
institution. 

I  have  a  thought  here  that  once  you  get  to  that  kind  of  a  struc- 
ture in  an  operation,  that  there  is  a  certain  obligation  that  you 
have,  as  we  have  placed  upon  other  financial  institutions,  of  a  com- 
parable nature  and  a  like-type  of  structure,  in  that  there  should  be 
some  community  attention  paid  as  a  means  of  responsibility  for 
this  institution. 

If  you  are  in  a  factory  and  you  simply  provide  a  service,  that  is 
one  thing.  But  if  you  are  very  large  and  very  much  involved,  as 
many  of  the  institutions  are  that  you  represent,  then  I  think  there 
is  a  community  requirement,  and  I  wondered  if  you  have  some 
thoughts  on  that. 

Mr.  D'Amours.  Yes,  I  do.  Congressman  McCandless.  I  don't  know 
that  CRA  ought  to  be  a  function  of  size  or  a  product  caused  by  the 
size  of  any  given  institution,  but  rather  by  the  nature  of  the  insti- 
tution and  the  types  of  services  that  those  institutions  are  provid- 
ing. Credit  unions,  by  definition,  are  run  by — in  a  democratic  man- 
ner, and  by  democratic  manner,  I  mean  one  member,  one  vote.  A 
member  with  $1  million  in  a  credit  union  has  the  same  vote,  the 
same  single  vote  as  a  member  with  a  $5  deposit  in  that  credit 
union.  So  I  think  one  has  to  look  at  the  function  rather  than  the 
size. 

In  terms  of  size,  I  would  like  to  point  out  that  there  are  a  lot 
of  people  who  are  objecting  to  the  fact  that  credit  unions  in  some 
cases  have  grown  to  considerable  size.  But  you  can't  ask  the  credit 
union  to  exist  and  operate  today  in  the  horse  and  buggy  era. 
Things  have  gotten  complex.  Large  credit  unions  serve  a  function 
and  an  important  one  and  a  necessary  one,  I  would  suggest,  pro- 
vided a  sense  of  mission  is  preserved  and  that  they  are  operating 
cooperatively  with  the  smaller  credit  unions  to  fulfill  that  mission. 

If  you  had  a  handful  of  horse  and  buggy  credit  unions,  as  we  had 
when  factories  were  small  and  credit  unions  were  limited  to  the 
size  of  the  parameters  of  the  factory  walls,  there  would  be  no  abil- 
ity today  to  get  into  South  Central,  to  get  into  Bed-Sty,  to  get  into 
these  areas  where  low-income  people  need  modern  financial 
services. 

So  there  is  nothing  wrong  with  growth  of  credit  unions.  If  a  cred- 
it union  succeeds,  it  is  going  to  grow.  One  can't  say  we  are  going 
to  have  credit  unions,  we  are  not  going  to  allow  them  to  succeed. 
If  you  allow  them  to  succeed,  they  are  going  to  grow. 

The  important  question  I  think,  Congressman  McCandless,  is: 
Are  they  focused  and  is  that  growth,  is  that  size  being  used  to  fur- 
ther the  mission  of  the  credit  union  movement  which  is  to  get  into 
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the  underserved  rural  and  inner-city  areas?  And  if  that  is  happen- 
ing, I  don't  think  there  is  anything  wrong  with  size.  In  fact,  you 
need  that  size  to  provide  in  this  modern  technological  era  the  kinds 
of  services  that  any  person,  inner  city,  or  rural  area,  is  entitled  to. 

In  terms  of  CRA,  I  think  that  if  anybody  were  to  look  at  the  cred- 
it union  system  as  it  is  intended  to  function,  and  as  it  is  function- 
ing, it  would  be  very  hard  to  make  a  case  that  CRA  is  needed,  and 
in  fact  I  would  make  the  case  that  CRA  would  be  very  harmful. 
There  are  credit  unions  operating  out  there  that  are  only  open  2 
days  a  week,  some  1  day  a  week,  only  on  Sundays  when  the  mem- 
bers come  to  church. 

I  am  pleased  to  hear  that  the  chairman  of  this  committee  was 
involved  with  such  a  very  small  credit  union.  Having  statutes  like 
CRA  applied  to  those  credit  unions  would  destroy  them  because, 
first  of  all,  they  couldn't  do  the  paperwork  that  would  be  needed 
to  comply,  and  there  is  no  point  to  have  CRA  operate  in  the  rest 
of  the  system 

Mr.  McCandless.  You  have  expanded  into  the  area  that  I  am 
talking  about.  I  am  not  saying  that  I  should  have — and  my  time 
is  up  here — I  am  not  saying  we  should  have  the  kind  of  credit 
union  you  have  described  involved,  but  if  you  have  25  branches  and 
multimillion  dollar  investments,  and  you  are  all  over  the  place,  you 
are  a  financial  institution  of  considerable  size  and  influence  within 
the  area  and  you  are  in  direct  competition  with  those  who  have  to 
pay  taxes,  and  therein  lies  my  concern.  I  don't  want  you  to  con- 
tinue to — because  the  chairman  has  been  veir  polite  with  the  time. 

The  Chairman.  Well,  we  can  be  liberal  at  this  time.  It  is 
different 

Mr.  McCandless.  The  chairman  is  going  to  be  liberal? 

The  Chairman.  It  is  very  different  when  you  have  all  51  mem- 
bers here.  Then  we  have  to  really  stick  to  the  5-minute  rule.  How- 
ever, if  the  chairman  has  any  comments  that  he  thinks  he  wishes 
to  make 

Mr.  D'Amours.  Well,  I  just  want  to  call  attention  to  the  fact,  Mr. 
Chairman,  that  credit  unions  are  unique.  They  are  cooperative  op- 
erations. It  is  very  difficult  to  say,  we  are  going  to  create  this  part 
of  the  credit  union  system  one  way  and  that  part  of  the  credit 
union  system  another  way.  That  could  plant  the  seed  for  the  de- 
struction of  a  cooperative  system.  But  that  is  not  to  grant  the  point 
that  I  believe  large  credit  unions  need  CRA. 

Credit  unions,  by  definition,  serve  their  members.  I  think  it 
would  be  difficult  to — it  would  be — ^you  would  have  to  create  a  spe- 
cial kind  of  CRA  if  you  were  going  to  have  it  apply  to  credit  unions. 
Existing  CRA  standards  would  not  apply  to  credit  unions  by  defini- 
tion, and  I  would  suggest  that  anybody  that  looks  at  the  credit 
union  system  carefully  would  come  to  that  conclusion. 

Now,  that  is  not  to  say.  Congressman  McCandless  or  Mr.  Chair- 
man and  others  of  the  committee,  that  perhaps  when  credit  unions 
are  growing  to  a  very  large  size,  that  it  would  not  be  proper  for  the 
NCUA  to  check  to  see  if  those  credit  unions  that  are  growing  are, 
in  fact,  serving  their  existing  membership  fields.  Credit  unions 
are — common  bond  is  important,  and  they  are  given  a  membership 
feel  under  their  common  bond. 
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Sometimes  credit  unions  are  not  serving  but  a  fraction  of  their 
entire  potential  membership.  They  will  never  hit  100  percent,  but 
we  could  require  that  if  they  are  going  to  grow,  for  instance,  the 
board  could  consider  that;  we  ought  to  see  that  before  they  expand, 
that  they  are  fully  or  more  fully  serving  their  existing  common 
bond.  You  could  put  those  kinds  of  things  into  the  credit  union  sys- 
tem, and  we  likely  down  the  road  might  be  considering  something 
like  that.  But  to  apply  CRA  as  it  exists  to  credit  unions,  I  would 
submit,  doesn't  work. 

The  Chairman.  Thank  you. 

Mr.  Orton. 

Mr.  Orton.  Thank  you,  Mr.  Chairman,  and  again  welcome, 
Chairman  D'Amours.  In  my  opening  statement,  I  have  commented 
on  the  strength  of  the  fund.  I  was  referring  to  the  insurance  fund. 
And  I  think  I  mentioned  the  revolving  loan  fund,  but  that  was  be- 
cause as  you  came  to  my  State,  the  check  that  you  brought  was 
from  the  revolving  loan  fund. 

Mr.  D'Amours.  That  is  right. 

Mr.  Orton.  And  I  would  like  to  talk  for  just  a  minute  about  the 
revolving  loan  fund  and  then  get  back  to  CRA  on  the  issue  that  you 
have  just  been  covering.  The  revolving  loan  fund,  as  you  pointed 
out,  is  part  of  the  approach  to  be  certain  that  we  are  offering  low- 
income  individuals  and  underserved  individuals  access  to  credit 
and  financial  services. 

I  was  pleased  to  be  able  to  sponsor  and  see  passed  in  the  Com- 
munity Development  Bank  bill  an  increase  in  the  fund  amount  for 
credit  unions.  It  is  my  understanding  that  not  $1  has  ever  been 
lost  out  of  that  fund;  is  that  correct? 

Mr.  D'Amours.  That  is  correct.  In  fact,  the  fund  has  grown  and 
the  profits  in  the  fund  are  used  to  provide,  under  the  statute,  tech- 
nical assistance  to  smaller  credit  unions. 

Mr.  Orton.  I  have  seen  this  working  in  my  own  community.  See- 
ing the  help  that  you  are  able  to  extend  to  institutions  such  as  the 
Credit  Union  for  the  Blind  in  Salt  Lake  City,  I  am  very  impressed. 
I  guess  what  I  am  wondering  is,  do  you  have  far  more  demand  for 
assistance  from  the  fund  than  money  available,  and  do  you  have 
any  comments  about  how  we  might  help  you  in  expanding  this  very 
successful  program? 

Mr.  D'Amours.  Well,  the  answer  to  both  is  yes,  and  you  have. 
There  is  far— the  original  fund  was  $6  milHon.  The  CDFI  bill  just 
passed  added  $10  million.  There  is  sufficient  demand  that  that 
money  could  be  put  to  good  use,  and  the  demand  is  far  in  excess 
of  the  existing  almost  $7  billion  that  the  fund  has  accumulated. 

Mr.  Orton.  OK  Thank  you. 

Mr.  D'Amours.  I  would  remind  you,  Congressman  Orton,  that 
under  the  CDFI  bill,  no  money — that  is  only  an  Authorization  bill. 
There  is  no  money  yet  available,  but  we  are  hoping  that  down  the 
road  next  year,  that  money  will  be  appropriated  to  fund  that  $10 
million. 

Mr.  Orton.  I  will  certainly  be  supporting  and  working  for  that. 

I  would  like  to  go  back  to  the  CRA  issue.  Mv  colleague.  Congress- 
man Kanjorski,  mentioned  that  the  common  bond  issue  was  one  of 
concern.  You  have  institutions  growing  rapidly,  within  jurisdictions 
where  other  insured  institutions,  namely  banks  and  other  financial 
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institutions — are  subject  to  different  rules  of  taxation,  diflFerent 
rules  of  CRA  and  so  on.  There  is  great  pressure  to  take  a  look  at 
the  credit  unions  in  those  areas,  particularly  where  they  are  grow- 
ing with  very  broad,  common  bond,  growing  very  large  in  assets 
and  in  number  of  branches  and  so  forth. 

I  think  it  is  in  situations  with  these  very  large,  rapidly  growing 
institutions  and  with  corporate  credit  unions  where  these  issues 
are  raised.  It  is  not  with  the  vast  majority  of  credit  unions  that  are 
simply  operating  within  a  small  community  and  a  small  field  of 
membership,  where  in  fact  those  credit  unions  are  the  very  essence 
of  the  theory  of  the  Community  Reinvestment  Act.  They  are  in  fact 
serving  only  that  community  and  only  that  group  of  participants. 

Theoretically,  we  can  understand  the  concern.  Credit  unions  are 
insured  financial  institutions.  The  theory  of  CRA  is  that  we  don't 
want  an  institution  to  come  in,  siphon  out  deposits  from  the  com- 
munity, turn  around  and  use  those  deposits  elsewhere  and  invest 
nothing  back  into  the  community  where  they  put  the  deposits.  That 
is  a  laudable  public  policy  goal. 

You  have,  I  think,  accurately  expressed  why  the  very  theory  does 
not  apply  to  credit  unions.  We  can  see  most  credit  unions  are  in 
fact  applying  CRA  through  their  very  existence.  What  I  would  like 
you  to  focus  on  for  a  moment  is  the  type  of  credit  unions  that  are 
growing  very  large,  that  are  in  essence  very  difficult  to  distinguish 
between  other  financial  institutions  in  the  community,  but  for 
these  perceived  advantages  of  being  exempt  from  CRA,  being  ex- 
empt from  taxation  and  so  on.  What  do  you  recommend  should  be 
done?  You  did  get  a  little  bit  into  what  NCUA  might  start  doing. 

Mr.  D' Amours.  First  of  all,  as  to  the  question  of  distinguishing 
them  from  other  institutions,  they  are  nonprofit.  They  are  owned 
by  their  members.  They  can  only  serve  their  members.  They  can- 
not, by  statute,  serve  anybody  who  is  not  a  member  of  the  credit 
union,  and  they  are  cooperatively  operated.  So  those  are — to  an- 
swer the  question  of  the  differences,  common  bond  is  not 
quintessentially  the  distinction.  These  other  matters  are. 

I  have  heard  a  lot  of  complaints  from  financial  institutions  about 
unfair  competition.  Credit  unions  have  it  all  over  us.  I  say,  "Fine, 
why  don't  you  apply  for  a  credit  union  charter?"  And  the  answer 
is  silence  because,  of  course,  it  is  not  just  common  bond;  it  is  not 
just  whom  you  are  serving,  it  is  not  just  field  of  membership,  it  is 
all  of  these  other  matters  that  make  the  difference. 

There  is — unquestionably,  there  has  been  pressure  on  the  bank- 
ing and  on  the  thrift  industry  over  the  past  several  years.  They  are 
looking  to  grow,  they  are  looking  to  expand.  They  have  redis- 
covered that  sometimes  low-income  people  are  pretty  good  credit 
risks,  better  than  most  people  thought.  And  so  they  would  like  to 
push  credit  unions  out  of  the  way  to  start  doing  what  credit  unions 
in  fact  taught  them  how  to  do.  But  at  the  same  time,  they  are  get- 
ting interstate — they  are  expanding  their  field  of  operations 
through  an  Interstate  bill  just  passing  and  they  are  trying  to  limit 
credit  unions.  I  don't  know  that  that  is  fair. 

As  long  as  credit  unions  tend  to  their  knitting  and  do  what  they 
are  supposed  to  do,  even  in  the  larger  ones  in  the  cooperative  way, 
I  don't  see  the  problem,  quite  frankly.  If  credit  unions  are  not  serv- 
ing their  membership,  then  there  is  something  structurally  and 
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functionally  wrong  with  that  credit  union,  because  the  membership 
is  the  owner  of  the  credit  union,  the  person  who  is  being  denied 
that  loan  theoretically  is  a  member,  a  voting  member  of  that  credit 
union. 

So  if  there  is  something  functionally  wrong  with  the  operation  of 
a  credit  union,  we  ought  to  address  that.  But  CRA  won't  do  it.  In 
fact,  CRA  won't  work,  because  you  can't  ask  credit  unions  to  serve 
anyone  other  than  their  membership. 

Mr.  Orton.  Thank  you,  Mr.  Chairman.  My  time  has  expired,  but 
I  would  like  to  thank  you.  Chairman  D' Amours,  for  those  com- 
ments. It  is  important  for  us  to  recognize  the  differences  in  institu- 
tions, and  I  think  your  comments  are  very  enlightening  and  I 
appreciate  it. 

Thank  you. 

Mr.  D'Amours.  I  appreciate  your  comments.  Congressman  Orton. 
And  the  chairman  at  the  opening  of  this  meeting  said  that  he  was 
surprised  that  the  credit  union  approach  of  limiting  investment, 
CMOs  and  all — traditionally  credit  unions  by  statute  and  by  regu- 
lation are  very,  very  conservative  in  their  investment  opportunities, 
and  that  is  because  their  focus  is  to  make  loans  to  their  members. 
So  people  who  say  there  is  no  difference  between  banks  and  credit 
unions,  I  think,  are  missing  these  important  points. 

Mr.  McC^NDLESS.  Would  the  chairman  yield  for  a  question? 

The  Chairman.  The  gentleman  is  recognized. 

Mr.  McCandless.  Mr.  D'Amours,  I  have  been  listening  to  your 
comments  here  as  you  responded  to  the  members  of  this  committee, 
and  I  must  be  candid  with  you.  I  have  trouble  distinguishing  be- 
tween a  credit  union  that  pays  a  dividend  to  its  members  and  a  fi- 
nancial institution  that  pays  a  dividend  to  its  stockholders. 

If  we  go  back  in  history,  we  will  remember  that  we  had  savings 
and  loans  that  were  mutuals.  And  so  I — ^you  haven't  convinced  me 
that  even  though  you  carry  the  logo  of  nonprofit,  a  profit  is  made, 
and  it  is  distributed  to  its  stockholders  who  are  not  stockholders, 
but  they  are  members,  and  in  reality  they  are  stockholders.  And  I 
have  to  take  issue  with  the  fact  that  your  members  are  the  people 
you  are  serving;  you  are  serving  your  stockholders. 

Mr.  D'Amours.  Well,  I  would  suggest,  Congressman  McCandless, 
that  the  difference  might  be  that  privately  held  stock  institutions, 
banks  and  thrifts  also  pay  dividends  on  deposits.  But  a  significant 
amount  of  profit  goes  into  the  pockets  of  a  few  people.  That  doesn't 
happen  in  credit  unions.  Every  member  shares  equally  in  all  of 
the 

Mr.  McCandless.  I  don't  understand  what  you  mean  by  goes 
into  the  hands  of  a  few  people.  If  you 

Mr.  D'Amours.  I  am  not  objecting  to  that. 

Mr.  McCandless.  If  you  own  stock,  you  are  paid  on  the  basis  of 
what  you  have  in  the  way  of  an  investment,  10  shares,  100  shares, 
1  million  shares.  So  you  are  paid  according  to  your  investment 
which  is  what  you  are  saying  here,  in  essence,  too. 

Mr.  D'Amours.  But  let  me  make  it  clear,  Mr.  McCandless.  I  have 
no  quarrel  with  banking  and  thrift  systems  in  this  country.  I  have 
worked  in  those  areas.  They  do  a  fine  job.  But  they  are  for  profit. 
They  do  not  distribute  all  of  the  income  that  they  receive  equally 
among  all  of  their  members.  Credit  unions  do. 
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Mr.  McCandless.  You  are  going  to  have  to  explain  that  to  me. 
If  you  are  distributing  dividends  separate  from  those  who  serve  on 
the  governing  body  or  those  who  are  full-time  employees,  how  is 
the  profit  of  a  bank  or  other  financial  institution  distributed 
unevenly? 

Mr.  D'Amours.  Well,  somebody  is  making  a  profit  on  a  stock  in- 
stitution. Somebody  is — that  may  not  have  any  deposits  or  any  con- 
nection with  that  institution  is  getting  money  out  of  it. 

Mr.  McCandless.  But  do  you  have  to  have? 

Mr.  D'Amours.  That  doesn't  happen  in  credit  unions. 

Mr.  McCandless.  There  has  to  be  a  connection  in  order  to  re- 
ceive a  dividend. 

Mr.  D'Amours.  Well,  the  connection  may  be  a  telephone  call  to 
a  discount  broker  or  to  a  stock  broker. 

Mr.  McCandless.  Well,  we  could  talk  on  and  on.  Thank  you  for 
your  courtesy. 

Mr.  D'Amours.  I  appreciate  it. 

The  Chairman.  Well,  this  reminds  me  of  sentiments  sometimes 
expressed  that  there  is  very  little  difference  between  the  Democrats 
and  the  Republicans.  And  it  reminds  me  of  this  sentiment  that 
says,  "Behold  the  bouncing  little  flea,  it  is  hard  to  tell  the  he  from 
the  she.  But  he  can  tell,  and  so  can  she." 

Mr.  Orton.  Following  that  enlightening  comment,  Mr.  Chair- 
man, if  I  might  ask  one  clarifying  question.  As  you  were  discussing 
with  Mr.  McCandless  the  differences,  it  seems  to  me  that  the  prin- 
cipal difference  is  the  difference  between  deposits  and  the  dif- 
ference between  capital.  In  an  institution  for  profit  where  capital 
is  contributed,  there  are  different  benefits,  different  rules,  different 
risks,  and  so  forth,  of  deposits.  With  the  institutions  you  are  de- 
scribing as  credit  unions,  no  dividend  is  paid  on  the  basis  of  any- 
thing but  a  deposit  in  the  institution.  Is  that  correct? 

Mr.  D'Amours.  That  is  correct. 

Mr.  Orton.  Therefore,  making  it  essentially  equivalent  to 
interest  on  deposits  in  other  financial  institutions. 

Mr.  McCandless.  Would  the  gentleman  yield? 

Mr.  Orton.  Yes. 

Mr.  McCandless.  Each  month  I  receive  a  statement  from  our 
credit  union  downstairs  in  which  it  shows  that  I  am  a  stockholder. 
I  have  so  many  shares  in  that  particular  institution. 

Mr.  Orton.  I  don't  think  you  are  a  stockholder,  I  think  you  are 
a  shareholder. 

Mr,  McCandless.  I  am  a  stockholder  because  I  have  invested 
money  which  is  the  capital  by  which  the  institution  functions. 

Mr.  Orton.  You  are  holding  a  share  account,  which  is  a  deposit 
share  account  in  a  credit  union.  That  is  not  a  stock  certificate.  I 
don't  think  you  are  a  stockholder  in  that  credit  union. 

Mr.  McCandless.  We  could  play  the  numbers  game  here  but,  in 
essence,  it  is  the  same  thing. 

Mr.  Orton.  In  essence,  the  difference  is  between  deposits  and 
capital  investment  via  a  stock  certificate  which  can  be  bought  and 
sold  and  which  can  be  increased  or  decreased  in  value  based  upon 
a  variety  of  business  concerns  or  business  pressures,  benefits,  and 
so  forth. 
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There  are  a  number  of  things  which  can  influence  the  value  of 
capital  invested  into  a  for-profit  organization  through  a  stock  cer- 
tificate, as  opposed  to  a  share  deposit  into  an  interest-bearing  or 
dividend-bearing  account.  And  I  think  those  are  the  distinct  dif- 
ferences, the  differences  between  risks  and  so  on. 

I  think  there  are  very  distinct  differences  in  the  point  I  am  rais- 
ing. It  is  a  difference  between  a  capital  investment  in  a  stock  cer- 
tificate which  can  be  bought  and  sold,  and  a  share  investment  in 
an  account  which  is  represented  by  a  deposit. 

Mr.  D'Amours.  If  I  may,  Mr.  McCandless,  one  other  thing.  That 
is  the  point  I  was  trying  to  make.  But  another  outstanding  dif- 
ference is  that  no  matter  how  much  you  own — ^have  in  deposit  in 
a  credit  union,  it  can't  be  considered  anything  like  stock,  because 
when  you  have  the  meeting  of  that  credit  union,  you  have  one  vote. 
If  you  own  1,000  shares  of  stock,  you  get  a  number  of  votes  in  a 
private  for-profit  institution.  Somebody  that  has  only  one  share 
may  not  even  get  one  vote.  In  a  credit  union,  all  of  the  depositors 
are  owners,  not  stockholders,  but  owners,  and  they  each  have  one 
vote.  I  would  suggest  that  is  another  part  of  the  difference. 

Mr.  McCandless.  Well,  at  the  point  of  being  redundant,  if  I 
may,  the  whole  issue  that  I  brought  up  was  if  you  are  a  stockholder 
in  a  profit  financial  institution,  the  dividends  of  that  institution,  if 
there  are  to  be  some  distributed,  are  distributed  equally  among  the 
stockholders  based  upon  one,  whatever  it  is  per  one  stockholder, 
and  the  same  thing  applies  to  credit  unions.  Eight  dividends  are 
distributed,  one  share  to  one  depositor.  The  difference  is  that  you 
call  them  depositors  and  the  financial  institutions  call  them 
stockholders. 

Now,  we  are  not  talking  about  the  values  or  anything,  we  are 
talking  about  the  distribution  of  dividends.  That  was  my  whole 
point. 

Mr.  D'Amours.  OK. 

The  Chairman.  Well,  thank  you  very  much,  gentlemen.  Most 
interesting. 

Mr.  D'i^MOURS.  I  thank  you,  Mr.  Chairman. 

The  Chairman.  Well,  you  are  not  free  yet. 

Mr.  D'Amours.  Oh. 

The  Chairman.  Chairman  Kennedy  has  returned. 

Mr.  D'Amours.  Came  darn  near  getting  away,  though,  didn't  I? 

Mr.  Kennedy.  He  was  so  disappointed  when  I  came  back 
through  that  door. 

The  Chairman.  Now  you  can  fear,  the  enemy  is  here. 

Mr.  D'Amours.  I  am  always  delighted  to  see  my  friend  from  Mas- 
sachusetts, Mr.  Kennedy,  even  though  he  doesn't  fully  agree  with 
me  on  the  issue  of  CRA. 

Mr.  Kennedy.  This  is  the  one  fellow  I  actually  helped  out  getting 
a  position  in  this  administration,  and  now  he  has  turned  into  some- 
body who  is  not  even  supporting  me,  Mr.  Chairman. 

In  any  event,  I  want  to  welcome  my  good  friend.  Norm 
D'Amours,  and  say  that  I  am  sorry  that  I  didn't  hear  the  exchange. 
Norm  D'Amours  is  the  only  gentleman  that  has  ever  gotten  Al 
McCandless  and  I  to  agree  on  anything,  don't  you  think,  Al?  Al, 
you  can  smile.  It  is  your  last  hearing. 
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I  understand  in  answers  to  the  questions  that  Mr.  McCandless 
raised,  Norm,  that  you  had  indicated  that  you  were  open  to  the 
idea  of  having  NCUA  expand  a  type  of  CRA  to  some  of  the  larger 
credit  unions. 

I  would  like  to  point  out  what  we  have  seen  in  the  credit  union 
industry  over  the  course  of  the  last  20  years  since  the  passage  of 
CRA.  What  we  have  seen  is  a  1,600  percent  increase  in  deposits, 
from  a  little  over  $18  billion  to  over  $300  billion.  We  have  seen 
credit  vmions  rise  from  23  million  people  to  over  65  million  people. 

We  heard  testimony  the  other  day  at  a  hearing  in  my  sub- 
committee that,  for  instance,  in  Massachusetts,  in  a  couple  of  the 
12  or  13  counties  in  our  State,  by  far  and  away  the  largest  finan- 
cial institutions  are  credit  unions  with  hundreds  of  millions  of  dol- 
lars worth  of  deposits.  And  yet  in  the  other  49  States,  there  are  ab- 
solutely no  CRA  requirements  for  credit  unions. 

We  see  in  Massachusetts,  the  only  State  that  has  a  statewide 
CRA  for  credit  unions,  credit  unions  failing  at  a  rate  of  26.5  per- 
cent on  CRA,  while  banks  are  failing  at  the  rate  of  10.5  percent. 
So  something  is  wrong  in  the  credit  union  industry  in  terms  of  the 
amount  of  money  that  they  are  putting  into  low-  and  moderate- 
income  neighborhoods. 

We  have  seen  that  in  terms  of  some  of  the  statistics  with  regard 
to  the  HMDA  data  that  has  come  in,  albeit  slowly,  for  the  credit 
unions.  Minorities  are  turned  down  22  percent  more  often  than 
they  are  in  the  banking  industry.  So  Norm,  there  is  a  problem.  It 
is  a  serious  problem.  And  it  is  one  that  no  amount  of  glazing  over 
by  suggesting  that  somehow  the  credit  imions  are  only  in  business 
to  help  out  the  people  that  put  money  into  the  credit  unions.  If  peo- 
ple are  putting  money  into  credit  unions  that  are  poor  and  black 
and  they  are  not  getting  their  fair  share  of  the  credit  union's  loans, 
then  something  is  wrong. 

Mr.  D'Amours.  If  that  were  true.  Congressman  Kennedy,  I  would 
agree  something  is  wrong.  I  don't  believe  that  is  true. 

Mr.  Kennedy.  As  I  understand  it,  Mr.  D'Amours,  you  have  done 
a  study  indicating  that  the  top  41  or  44  credit  unions,  as  I  under- 
stand it 

Mr.  D'Amours.  That  is  correct. 

Mr.  Kennedy.  Had  the  worst  CRA  or  HMDA  data  and  that  you 
were  going  to  look  into  them. 

Mr.  D'Amours.  We  did. 

Mr.  Kennedy.  And  so  you  look  into  them,  you  come  out  6  months 
later  or  1  year  later  saying  there  is  no  overt  discrimination.  Nobody 
on  this  committee  has  ever  accused  a  bank  of  overt  discrimination. 
That  is  not  the  point.  Covert  discrimination  is  just  as  damaging  as 
overt  discrimination. 

So  what  we  are  trying  to  get  across  to  you  is  that  the  time  has 
come  for  credit  unions  that  are  losing  money  at  $250  million  a  pop 
overseas  in  foreign  bank  investments  to  start  putting  money  back 
into  the  local  communities  from  which  they  take  their  deposits. 

You  have  a  credit  union  in  the  city  of  Boston  that  will  take  any 
account  from  the  city  of  Boston.  We  had  people  coming  in  and  testi- 
fying the  other  day  showing  sheet  after  sheet  after  sheet  of  paper 
showing  that  if  you  work  for  any  company  in  a  State  you  are  eligi- 
ble to  join  a  particular  credit  union. 
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The  fact  of  the  matter  is  that  credit  unions  are  akin  to  banks  in 
terms  of  how  they  take  in  their  deposits.  You  don't  have  to  pay 
taxes,  but  you  are  not  loaning  to  people  of  color  and  you  are  not 
loaning  into  the  lower  income  neignborhoods  and  yet  you  are  get- 
ting a  break  from  the  American  taxpayer.  I  think  that  the  time  has 
come  for  you  guys  to  come  under  the  umbrella  of  the  Community 
Reinvestment  Act. 

Mr.  D'Amours.  I  understand  that  is  the  way  you  feel,  Congress- 
man Kennedy.  I  would  suggest  you  are  dead  wrong.  You  are  dead 
wrong,  first  of  all,  on  a  number  of  points.  There  was  no  $250  mil- 
lion loss  in  the  Banesto  investment.  I  happen  to  share  your  view 
that  that  investment  should  not  have  been  made,  but  there  was  no 
money  lost  on  that  investment.  And  we  looked  at  the  matter  very 
carefully. 

If  there  is  discrimination  in  the  system,  I  would  suggest  it  is  dis- 
crimination that,  in  large  part,  is  caused  by  standards  such  as  the 
secondary  market  standards  where  loans  are  securitized — in  large 
part  home  lending — and  sold,  and  purchased  by  quasi-govemment 
agencies. 

There  are — if  I  may  finish,  Congressman. 

Mr.  Kennedy.  Sure. 

Mr.  D'Amours.  There  are  standards  on  the  secondary  market,  for 
instance,  that  if  you  live  on  an  impaved  road,  you  don't  qualify  for 
the  secondary  market.  Well,  that  is  where  poor  people  live 

Mr.  Kennedy.  That  is  the  same  secondary  market  that  all  the 
banks  have  to  sell  to  as  well. 

Mr.  D'Amours.  Yes. 

Mr.  Kennedy.  Well,  then  why  are  the  banks  held  to  a  different 
standard  than  you  are? 

Mr.  D'Amours.  They  are  not. 

Mr.  Kennedy.  Well,  then  why  do  they  have  such  a  more  aggres- 
sive stance  with  regard  to  making  these  investments  in  the  inner 
city  and  in  the  neighborhoods  of  color? 

Mr.  D'Amours.  I  didn't  hear  you. 

Mr.  Kennedy.  Why  do  they  have  such  a  much  more  aggressive 
stand  in  terms  of  making  these  investments  in  those  communities 
than  you  do? 

Mr.  D'Amours.  They  don't. 

Mr.  Kennedy.  Well,  I  would  certainlv  suggest  that  the  data  in 
Massachusetts  demonstrates  that  and  tne  national  data  coming  in 
on  HMDA  demonstrates  a  20  percent  worse  record  for  credit  unions 
than  it  does  for  banks. 

Mr.  D'Amours.  Do  you  have  that  study? 

Mr.  Kennedy.  Absolutely.  Your  2.7  percent  turns  down  to  2.1 
percent. 

Mr.  D'Amours.  Congressman  Kennedy,  I  wish  I  had  been  invited 
to  testify  at  your  hearing  on  this  matter.  I  was  not. 

Mr.  Kennedy.  You  were  invited  to  testify,  Norman.  I  invited  you 
in  my  office.  Norman,  you  came  into  my  office  and  I  asked  you  and 
you  told  me  that  you  didn't  want  to  come  and  testify.  Let  me  just 
remind  you  of  what  you  said. 

Mr.  D'Amours.  Well,  I 

Mr.  Kennedy.  Norman,  that  is  exactly  what  you  told  me. 

Mr.  D'Amours.  I  have  to  respectfully  disagree. 
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Mr.  Kennedy.  Norman,  you  told  me,  just  for  the  record,  that  you 
didn't  think  it  would  be  in  your  political  interest  to  come  and  tes- 
tify at  that  hearing.  That  is  what  you  told  me. 

Mr.  D'Amours.  That  is  not  correct,  Congressman.  What  I  came 
in  to  tell  you — it  was  a  question. 

Mr.  Kennedy.  Norman,  don't  tell  me. 

Mr.  D'Amours.  Well,  if  I  can't  finish  my  answers.  Congressman, 
we  are  not  going  to  get  anywhere.  It  was  a  matter  of  whether  or 
not  certain  trade  groups  were  going  to  testify;  it  was  never  a  mat- 
ter of  whether  the  NCUA  was  going  to  testify,  and  I  would  suggest 
you  are  confusing  my  points  on  trade  groups  with  the  point  on  the 
credit  union.  In  fact,  we  were  surprised  that  we  weren't  invited. 

Mr.  Kennedy.  I  am  just  told  by  my  staff  that  they  talked  to  your 
staff  and  they  were  told  the  same  thing.  Norman,  I  remember  very 
clearly  the  conversation  I  had  with  you.  But  in  any  event,  that  is, 
you  know,  neither  here  nor  there  in  terms  of  where  we  are  headed 
for  this  issue. 

Mr.  Chairman,  I  would  just  like  to  finish,  if  I  could  have  an  addi- 
tional 20  seconds  to  finish  up,  Mr.  Chairman. 

The  Chairman.  The  gentleman  asks  a  unanimous  consent  for  an 
additional  20  seconds.  Hearing  no  objection,  so  ordered. 

Mr.  Kennedy.  I  would  just  point  out  that  I  think  there  is  a  divi- 
sive issue  in  the  Congress.  Credit  unions  have  always  had  a  very 
unique  place  in  this  committee  and  in  the  Congress.  I  think  the 
day  has  come  for  us  to  try  to  find  some  common  ground  on  finding 
ways  to  make  certain  that  all  of  the  people  of  this  country  that  de- 
serve credit  are  going  to  get  it.  I  think  the  credit  unions  need  to 
go  a  long  way  from  where  they  are  today  in  terms  of  their  lending 
policies.  I  look  forward  to  working  with  Mr.  D'Amours  and  others 
in  terms  of  trying  to  find  a  way  to  make  that  happen. 

Thank  you,  Mr.  Chairman. 

The  CHAffiMAN.  Mr.  Chairman,  do  you  have  anything  further? 

Mr.  D'Amours.  No.  I  wouldn't — I  think  that  there  is  an  honest 
misunderstanding  here.  But  I  would  just  have  to  say.  Congress- 
man, that  I  was  at  that  meeting.  I  know  what  was  said,  and  I  don't 
know  what  happened  between  your  staff  and  my  staff,  perhaps, 
fully. 

We  were  suggesting  that  credit  unions  should  not  be  included. 
We  were  talking  about — I  would  have  preferred  that  credit  unions 
not  be  at  that  witness  table,  and  I  told  you  that.  But  credit  unions. 
Congressman.  And  you  said  no,  I  want  them  there.  And  that  was 
fine.  But  we  were  talking  about  trade  groups  at  that  time.  We 
didn't  think  credit  unions  belonged,  quite  frankly,  in  a  CRA 
hearing. 

But  if  there  was  going  to  be  one,  I  would  have  been  delighted  to 
have  been  there.  And  all  I  can  tell  you  is  that  no  invitation  was 
communicated  to  me. 

Mr.  Kennedy.  Excuse  me  if  I  don't  quite  follow  that  logic.  But 
OK,  thank  you. 

The  Chairman.  I  believe  that — well,  we  are  not  talking  about 
fleas  now,  we  are  talking  about  elephants  and  fleas.  But  I  think 
that  that  is  a  matter  that  probably  did  arise  as  the  chairman  said 
through  some  failure  to  communicate  and  understand  properly. 
However,  I  am  sure  the  chairman  from  Massachusetts  is  going  to 
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have  future  hearings  on  the  subject  matter  that  he  has  had  two 
this  week,  and  he  can  then  invite,  if  he  sees  it  fitting.  Chairman 
D'Amours. 

Mr.  Kennedy.  He  will  always  have  an  opportunity  to  testify.  I 
would  be  delighted. 

The  Chairman.  Chairman  D'Amours,  thank  you  very  much.  We 
are  very  grateful  to  you. 

Mr.  D'Amours.  I  appreciate  the  attention  and  thank  you  Mr. 
Chairman  and  members  of  this  committee. 

The  Chairman.  And  in  view  of  the  fact  that  we  have  a  rollcall 
vote,  and  to  allow  the  members,  we  will  recognize  Mr.  McCool,  our 
second  panelist,  as  soon  as  we  get  back  from  a  brief  recess  of  no 
more  than  7  or  10  minutes. 

[Recess.] 

The  Chairman.  The  committee  will  please  come  to  order. 

Thank  you  very  much,  Mr.  McCool.  We  apologize  for  this  delay 
and  you  having  to  wait  until  almost  noon.  Some  of  the  members 
are  coming  back;  some  have  conflicts  with  other  committees  on  a 
markup  in  Judiciary.  So  I  think  we  ought  to  proceed,  though. 

And  let  me  thank  you  in  advance  for  your  work  and  your  re- 
sponse to  our  request.  So  without  any  further  delay,  we  will  recog- 
nize you  to  proceed  as  you  deem  best. 

STATEMENT  OF  THOMAS  J.  McCOOL,  ASSOCIATE  DHIECTOR, 
FINANCIAL  INSTITUTIONS  AND  MARKETS  ISSUES,  GENERAL 
GOVERNMENT  DIVISION,  GENERAL  ACCOUNTING  OFFICE 

Mr.  McCool.  Thank  you,  Mr.  Chairman.  I  would  like  to  have  my 
statement  put  in  the  record  and  I  will  give  you  a  brief  summary. 

The  Chairman.  Certainly.  Your  statement,  as  given  to  us,  will  be 
in  the  record. 

Mr.  McCool.  Thank  you,  sir. 

Mr.  Chairman,  it  is  a  pleasure  to  appear  before  the  committee 
today  to  discuss  credit  unions;  their  Federal  regulator,  the  National 
Credit  Union  Administration;  and  their  Federal  insurer,  the  Na- 
tional Credit  Union  Share  Insurance  Fund.  You  requested  that  we 
report  on  the  overall  financial  condition  of  the  industry  and  the 
fund,  and  in  particular  you  asked  us  to  point  out  any  problem 
areas  that  may  affect  the  health  of  the  industry  or  of  the  fund. 

Mr.  D'Amours  has  already  discussed  in  detail  the  status  and  the 
financial  condition  of  the  industry,  so  I  will  basically  defer  to  him. 
It  is  true  that  the  industry,  like  most  financial  institutions  these 
days,  is  doing  quite  well,  and  so  we  would  like  to  move  on  to  other 
topics. 

When  we  looked  at  the  data  provided  to  us  by  NCUA,  we  did 
notice  that  there  has  been  some  shift  in  the  asset  structure  of  the 
industry.  In  particular,  the  maturity  of  the  assets,  both  loans  and 
investments  of  credit  unions  has  been  lengthening,  while  the  matu- 
rity of  their  shares  has  not  changed  very  dramatically.  It  is  pretty 
much  short  term  and,  as  a  result  of  this,  there  has  been  an  in- 
crease in  the  amount  of  interest  rate  risks  that  credit  unions  are 
currently  taking  on. 

This  is  not  necessarily  a  problem  and  we  don't  want  to  make  it 
sound  like  it  is  a  problem.  However,  if  interest  rates  should  rise 
substantially,  the  industry  may  experience  an  earnings  squeeze.  So 
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we  think  that  it  is  an  area  that  deserves  regulatory  attention  be- 
cause excessive  interest  rate  risk  was  a  major  contributor  to  some 
of  the  bank  and  thrift  failures  that  occurred  in  the  1980's. 

Mr.  Chairman,  we  also  want  to  talk  a  little  bit  about  the  Share 
Insurance  Fund.  We  analyzed  the  insurance  fund's  audited  finan- 
cial statements  over  a  5-year  period,  and  the  unaudited  data, 
through  the  end  of  June  1994,  which  is  three-quarters  of  the  fiscal 
year.  On  the  basis  of  our  analysis,  it  looks  like  the  fund  is  in  very 
good  shape.  They  have  a  sufficient  capital  base  and  they  also  ap- 
pear to  have  sufficient  liquid  assets  to  cover  both  the  current  and 
the  contingent  obligations. 

It  seems  that  the  number  of  problem  credit  unions  has  been 
dropping  dramatically.  There  is  a  high  of  over  1,000  at  the  end  of 
the  fiscal  year  1988  and  as  of  the  most  recent  data,  it  appears  to 
be  somewhere  below  400.  This  is  again  some  evidence  of  an  im- 
proved financial  industry. 

Much  of  the  decline  in  the  number  of  problem  credit  unions  has 
come  about  through  resolutions  of  a  significant  number  of  the  insti- 
tutions that  were  problematic  through  involuntary  liquidations  or 
assisted  mergers. 

Now,  the  insurance  fund's  capitalization  situation,  since  it  was 
recapitalized  in  1985,  has  in  general  been  quite  favorable.  It  has 
maintained  a  ratio  of  reserves  to  deposits  between  1.25  and  1.30, 
and  as  of  June  30,  1994,  the  ratio  of  equity  to  insured  shares 
equaled  1.28  percent.  So  the  insurance  fund  also  appears  to  be  in 
good  condition. 

As  I  said,  not  only  are  the  reserves  to  deposits  within  the  proper 
range,  but  also  the  liquidity  of  the  funds  that  the  insurance  fund 
is  holding  is  also  very  high,  over  95  percent,  either  in  cash  or 
Treasury  securities,  and  this  again  appears  to  be  sufficient  liquid 
assets  to  cover  both  direct  and  contingent  liabilities. 

Mr.  Chairman,  in  1991,  GAO  issued  a  voluminous  report;  it 
might  be  the  longest  report  GAO  ever  issued,  and  in  that  report 
we  made  48  recommendations,  24  to  Congress  and  24  to  the  Na- 
tional Credit  Union  Administration,  and  I  would  like  to  go  through 
a  few  of  the  recommendations  that  we  made  in  that  report  that  we 
still  consider  to  be  of  importance.  And  there  were  recommendations 
that  were  made  to  Congress,  because  obviously  we  want  to  remind 
you  and  other  Members  of  Congress  of  what  we  said  back  in  1991. 

One  of  the  recommendations  we  made  was  that  Congress  hold 
periodic  oversight  hearings,  and  we  are  glad  to  see  that  this  is  tak- 
ing place  and  we  would  hope  that  this  is  the  first  of  frequent  over- 
sight hearings  on  the  credit  unions  and  their  regulator. 

We  did  make  a  number  of  recommendations  in  the  area  of  the 
Share  Insurance  Fund.  In  particular,  we  made  recommendations 
that  the  NCUA  should  have  authority  to  increase  the  insurance 
fund  equity  ratio,  but  at  the  same  time  not  be  able  to  decrease  it 
below  some  statutory  minimum.  Currently,  if  the  ratio  goes  above 
1.30,  the  NCUA  rebates  funds  to  the  credit  unions,  andf  we  think 
that  in  certain  circumstances,  the  NCUA  should  be  allowed  to  go 
above  the  1.30  ratio,  in  particular,  if  there  are  potential  liquidity 
issues  with  the  reserves  that  it  currently  has  on  hand. 

Other  insurance  fund  recommendations  that  we  made,  that  we 
still  think  are  valid,  are  that  in  a  liquidation,  the  insurance  fund's 
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position  as  a  creditor  should  be  superior  to  that  of  uninsured  de- 
posits, £ind  that  credit  union  failures  should  be  resolved,  at  least 
cost  to  the  insurance  fund. 

Another  set  of  recommendations  that  we  made  had  to  do  with 
the  central  liquidity  facility.  This  is  a  facility  that  provides  for  tem- 
porary liquidity  for  credit  unions,  and  we  basically  don't  think  it 
is  necessary.  We  think  that  the  industry  has  available  to  it  enough 
alternative  sources  of  liquidity,  including  the  private  sector  and  the 
Federal  Reserve  as  well  as  the  insurance  fund  so  that  this  central 
liquidity  facility  is  really  not  serving  a  useful  purpose.  However,  if 
it  is  maintained,  we  believe  that  the  facility  should  have  some  con- 
straints placed  on  its  borrowing  powers. 

Currently,  the  central  liquidity  facility  can  borrow  money  on  the 
full  faith  and  credit  of  the  U.S.  Government  without  any  review  or 
approval  by  either  the  Treasury  or  Congress,  and  we  think  that  is 
something  that  may  be  a  little  bit  too  fiberal  and  too  open-ended. 

Now,  the  last  set  of  recommendations  that  we  made  that  I  would 
like  to  just  bring  up  have  to  do  with  recommendations  to  improve 
the  safety  and  soundness  of  the  industry.  The  first  one  is  to  require 
NCUA  to  establish  minimum  capital  standards  for  credit  unions  no 
less  stringent  than  those  applicable  to  other  insured  depository 
institutions. 

And  the  last  recommendation  that  I  would  like  to  bring  to  your 
attention  is,  we  think  that  credit  unions  should  have  limits  on  their 
loans  or  investments  to  single  obligors  that  are  1  percent  of  assets. 
We  feel  this  is  a  limit  that  is  consistent  with  the  limits  that  exist 
for,  again,  other  financial  institutions,  and  this  would  tend  to  limit 
their  exposure  and  to  help  them  to  diversify  or  force  them  to  diver- 
sify their  assets  somewhat. 

Mr.  Chairman,  this  concludes  my  statement.  We  would  be  glad 
to  answer  any  questions. 

[The  prepared  statement  of  Mr.  McCool  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much.  I  deeply  appreciate  your 
prepared  statement,  and  generally,  the  work  that  GAO  has  done, 
and  particularly  in  the  very  meddlesome  and  present  and  clear 
dangerous  activities  of  the  banking  and  other  financial  institutions, 
and  the  so-called  derivatives  and  all  the  other  collateral  activities, 
it  is  very  gratifying. 

I  recall  in  the  1980's  that,  even  though  the  Congress  had  man- 
dated, for  instance,  in  the  case  of  the  Home  Loan  Bank  Board  and 
the  FSLIC,  an  annual  audit,  until  1988,  1989,  there  was  no  general 
awareness.  And  yet,  anybody  looking  at  it,  as  I  had  been,  was 
clearly  put  on  notice  that  the  GAO  audits  indicated  FSLIC's  insol- 
vency. Didn't  know  the  word  for  it.  Broke.  Like  we  are  today. 

So  I  am  very,  very  grateful.  And  in  this  case,  particularly  so,  be- 
cause this  is,  as  these  things  tend  to  be,  not  simplistic,  you  know, 
gray — I  mean  black- white,  it  is  like  all  of  these  problems,  they  are 
more  complicated  and  difficult. 

The  Chairman,  Mr.  D' Amours,  has  stated  that  he  would  like  to 
see  the  credit  unions  do  more  real  estate  loans  that  do  not  conform 
to  the  secondary  mortgage  market.  What  is  your  opinion  about  how 
these  latter  loans,  these  secondary,  effect  the  credit  union  oper- 
ations? Do  you  have  any  opinion  on  that? 
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Mr,  McCooL.  Well,  we  haven't  really- 


The  Chairman.  Their  operations,  their  liquidity,  and  the  general 
safety  and  soundness. 

Mr.  McCooL.  Let  me  pass  this,  this  is  Bob  Roberts,  to  my  right. 
He  has  looked  at  this  a  little  bit  more  thoroughly. 

The  Chairman,  Yes,  sir.  For  the  reporter,  if  you  will  identify 
your  full  name  and  title. 

Mr.  Roberts.  My  name  is  Charles  Roberts — I  am  known  as 
Bob — and  my  title  is  Senior  Evaluator  with  GAO. 

Mr.  Chairman,  I  think  as  a  general  rule,  when  we  were  looking 
at  credit  unions  4  years  ago,  we  were  concerned  that  they  were  rel- 
ative newcomers  in  the  field  of  real  estate  mortgage  lending,  and 
we  thought  from  a  standpoint  of  beginning  to  get  their  feet  wet  in 
that  area,  it  would  be  wise  for  them  to  try  to  make  loans  that  con- 
formed to  secondary  market  standards. 

There  were  some  special  ways  that  credit  unions  had  of  simply 
different  bookkeeping  that  did  not  conform  to  Fannie  Mae  stand- 
ards, for  example,  that  made  perfectly  good  mortgage  loans  not 
saleable.  And  so  we  suggested  that  they  aim  at  that  as  a  target. 
In  the  meantime,  they  have  made  considerable  strides  in  their  abil- 
ity to  package  mortgage  loans  and  sell  them  for  liquidity  so  that 
they  could  make  still  more  mortgage  loans,  and  we  think  that  is 
a  healthy  development. 

As  far  as  making  loans  that  don't  conform.  Chairman  D'Amours 
was  saying  this  morning  that  he  thought  that  should  be  done  to  fa- 
cilitate loans  to  low-income  and  minority  borrowers.  We  certainly 
see  no  difficulty  in  that  as  a  matter  of  principle;  quite  the  contrary. 
And  I  think  you  almost  have  to  look  at  that  on  a  credit  union  by 
credit  union  basis  and  say,  is  this  credit  union  sufficiently  well  cap- 
italized that  it  can  take  some  chances  that  another  credit  union 
shouldn't  take.  And  because  most  of  them  are  pretty  well  capital- 
ized, I  see  no  reason  why  they  couldn't  do  that. 

In  addition,  the  Community  Development  Credit  Union  is  a  spe- 
cial category  of  credit  union  whose  purpose  in  life  is  to  do  that.  And 
so  I  think  that  will  complement  the  work  that  the  chairman  is  talk- 
ing about  regular  credit  unions  doing  as  well. 

Is  that  responsive,  sir? 

The  Chairman.  Yes,  sir,  it  is  very  good.  It  certainly  informed  me 
and  gave  me  a  little  background  of  your  evaluation. 

Well,  I  am  going  to  recognize  Ms.  Pryce  so  that  we  won't  unduly 
prolong  this,  though  I  will  have  some  more  questions  later. 

Ms.  Pryce. 

Ms.  Pryce.  Thank  you,  Mr.  Chairman.  I  really  have  no  questions 
of  this  panel  that  I  have  prepared  at  this  point,  but  I  may  submit 
some  in  writing  if  you  would  allow. 

The  Chairman.  Certainly. 

Ms.  Pryce.  Thank  you,  sir. 

The  Chairman.  In  fact,  I  will  ask  for  purpose  of  the  record  con- 
sent that  all  members  have  that  privilege  of  submitting  questions 
in  writing,  as  I  am  sure  some  will,  Mr.  McCool. 

The  impact  of  such  legislation  as  the  1982,  which  was  called  the 
Garn-St  Germain  Act  is  still  with  us,  because  that  act,  as  so  many 
other  things  that  have  happened  since  1945,  1950,  that  are  imper- 
ceptible as  fundamental  changes  on  the  substructure  of  the  legal 


27 

basis  for  our  financial  and  economic  activities.  The  whole  thing  has 
shifted;  it  has  been  in  a  transition  period  since  1945. 

And  there  has  just  been  no  awareness  of  it  that  I  know  of,  other 
than  some  individuals  who  wrote  in  1950  and  1952  and  were  pre- 
scient as  I  read  them  now  and  were  analyzing  what  was  happening 
here.  The  basic  1935  banking  law  in  which  you  had  your  structured 
line  of  demarcation  between  commercial  and  other  banking  was  ob- 
literated, and  you  had  other  wholesale  changes  in  that  so-called 
Garn-St  Germain. 

But  then,  as  now,  and  as  we  will  in  the  immediate  near  future, 
a  lot  quicker  than  some  of  the  experts  seem  to  think,  finding  itself 
in  distress,  and  therefore,  in  the  passion  of  fear  and  whatnot,  was 
touted  as  the  one  bill  that  was  going  to  save  the  S&L  industry. 
And  that  is  the  way  it  was  pawned  off  without  any  general  analysis 
of  what  that  so-called  conference,  the  Gam-St  Grermain  conference, 
which  was  the  first  time  I  ever  heard  of  a  summit  conference  in 
which  just  Senator  Gam  and  Chairman  St  Germain  met  and  de- 
cided. We  couldn't  even  get  a  copy  of  it  until  we  went  to  the  Rules 
Committee  on  the  last  day  of  September. 

And  again,  as  today,  the  rush  was  to  get  out,  adjourn;  it  was 
1982,  like  this  year,  an  election  year.  And  I  recall,  because  I  was 
the  only  one  voicing  objection  and  the  only  one  who  went  to  the 
Rules  Committee  to  voice  objection,  and  the  only  one  on  this  whole 
committee  that  voiced  objection  to  Gam-St  Germain  on  the  basis 
that  it  was  the  largest,  most  comprehensive  change  in  the  fun- 
damental Banking  Act  of  1935. 

The  overall  impact  was  that  it  homogenized  all  of  our  financial 
institutions.  They  all  became  banks,  including  credit  imions.  And 
so  the  chairman  was  very  upset  with  me  and  said,  I  don't  know 
what  is  the  matter  with  you;  we  have  a  bill  here  that  is  structured 
in  such  a  way  that  is  acceptable  to  all  the  segments  of  the  financial 
society.  Credit  unions,  banks,  ABA,  IBAA,  and  all.  Well,  that  made 
me  additionally  suspect. 

Now,  the  other  things  I  noticed  was  little  sentences  like  "provid- 
ing for  regulatory  accounting  standards."  Well,  I  had  not  seen  that 
in  the  other  legislation  we  had  been  trying  to  pass,  because  it 
never  did  pass.  So  I  raised  questions  about  that. 

Now,  in  homogenizing  the  institutions — now,  the  reasons  the 
banks  came  in  was  because  it  was  the  first  time  that  they  were 
able  to  get  a  little  more  sell  to  try  to  take  care  of  the  mutual  funds 
which  they  had  been  trying  to  do  something.  The  regulator  at  least 
stopped  their  competition  since  the  middle  1970's  and  the  emer- 
gence of  the  so-called  mutual. 

So  it  was  obvious,  though,  that  is  the  basic  legal  framework  foun- 
dation that  had  been  the  predicate  of  our  institutional  life.  For  in- 
stance, it  is  with  great  interest  and  somewhat  concern  that  I  no- 
ticed Chairman  Greenspan  talking  about  the  desirability  of  gold 
just  less  than  2  weeks  ago.  Well,  what  is  forgotten  is  the  legal 
structured  situation  governing  on  the  basis  of  the  value  of  the  dol- 
lar predicated  on  gold  and  gold  holding. 

And  you  look  at  the  statutes  and  you  can  see  how  disciplined  it 
had  in  statutory  language  the  exact  amount,  and  beyond  that, 
whether  it  was  Treasury  or  the  Federal  Reserve  as  it  is  now,  they 
just  couldn't  print  any  more  money.  What  is  overlooked  at  this 
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point,  and  which  credit  unions,  as  part  of  the  financial  activities 
structure  of  our  country  will,  and  every  one  of  us  will  be  affected, 
is  the  continuing  and  steady,  in  the  last  15  to  18  years,  loss  of  the 
value  of  the  dollar. 

And  it  is  all  tied  in,  but  it  is  very  difficult  to  try  to  explain  how 
hearings  like  these  have  bearing.  One  good  thing,  I  recall  this 
morning  is  hearing  the  Chairman,  Mr.  D'Amours,  mention  that 
they  were  going  to  try  to  reconcile,  Mr.  Roberts,  their  accounting 
to  some  Federal  accounting  board  basis. 

Do  you  recall — ^Mr.  Gramling,  I  guess  you  are  the  one. 

Mr.  Gramling.  Yes.  My  name  is  Robert  Gramling;  I  am  the  Di- 
rector of  Corporate  Financial  Audits  at  GAO.  The  chairman  was  re- 
ferring to  an  accounting  rule  that  has  been  out  now  for  a  year;  I 
believe  he  referred  to  it  as  FASB  115. 

The  Chairman.  Right. 

Mr.  Gramling.  Fi^B  115  deals  with  investment  debts  securities. 
How  that  is  affecting  financial  institutions  depends  on  the  intent 
of  management,  as  management  is  intent  governs  how  investment 
securities  are  recorded  on  the  financial  statements.  FASB  115  de- 
fines three  categories.  If  management's  intent  is  to  hold  to  matu- 
rity, you  can  carry  the  securities  at  cost.  However,  if  they  are  avail- 
able for  sale,  you  have  got  to  put  them  in  that  category  and  then 
the  unrealized  gains  and  losses  are  recognizing  on  the  financial 
statements  to  recognize  market  values,  even  though  you  continue 
to  hold  the  securities. 

In  the  third  category  is  a  trading  category,  and  if  you  are  in  that 
business,  you've  got  to  mark  the  securities  to  market  and  recognize 
gains  and  losses  on  the  financial  statements.  This  accounting  rule 
goes  to  concerns  over  the  CMOs;  that  is,  applying  FASB  115  may 
provide  some  insights  into  how  those  activities  are  managed. 

My  own  view  is  that  it  will,  in  terms  of  better  presentation  on 
the  financial  statements,  but  I  think  the  concerns  related  to  the 
risks  with  the  CMOs  are  still  there  and  you  needed  talented  people 
to  manage  those  investments.  I  guess  that  is  going  to  be  a  subject 
of  next  week's  hearings  when  you  get  into  the  corporates  and  the 
investments  strategies  that  they  are  employing. 

The  Chairman.  It  has  been  most  disconcerting  as  we  went  into 
the  late  1980's  to  see  the  failure  of  the  accounting  and  auditing 
firms,  the  biggest  names  in  our  country,  and  the  fact  that  I  don't 
think  we  have  devised  a  suitable  accounting  in  my  opinion.  I  think 
it  is  good  to  strive  for  this,  and  I  know  that  in  the  case — it  has 
been  a  matter  of  protest  from  banks  throughout  the  country  when 
the  Federal  Reserve — what  was  that  a  couple  of  years  ago,  or  a 
year  or  so  ago,  first  implemented.  Now,  of  course,  it  really  wasn't 
the  Federal  Reserve,  because  this  is  a  private  board. 

Mr.  Gramling.  Right. 

The  Chairman.  It  isn't  a  mandated  governmental  board.  But  I 
think  it  is  good  insofar  as  the  attempt  is  to  try  to  achieve  some 
basis  of  accountability  to  ensure  the  safety  and  soundness  of  an 
investment. 

Mr.  Gramling.  It  can  have  that  effect,  and  from  the  safety  and 
soundness  standpoint,  one  of  the  concerns  here  is  if  management 
says  my  intent  is  to  hold  the  investment  to  maturity  and,  therefore, 
I  don't  have  to  worry  about  reporting  market  values  in  my  finan- 
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cials,  but  if  that  entity  is  getting  into  financial  difficulty,  the  regu- 
lator could  step  in  and  say,  well,  you  may  have  to  sell  that;  there- 
fore, you  have  to  move  it  to  the  next  category  available  for  sale  or 
you  have  to  recognize  in  your  financials  the  change  in  market 
value  of  that  investment.  And  that  is  a  concern  now  that  the  bank- 
ers and  thrifts  and  credit  unions  have  out  there  in  applying  this 
standard. 

The  Chairman.  That  is  right. 

Mr.  Gramling.  We  think  it  makes  for  better  financial  reporting. 

The  CHAffiMAN.  Well,  what  I  have  always  said  and,  of  course,  a 
couple  of  the  Federal  Reserve  directors,  took  umbrage  when  I  said 
it,  is  that  bank  profits  and  the  definition  of  such  are  really  artifacts 
of  accounting.  So  that  what  I  think  is  happening,  and  I  hope  I  am 
dead  wrong,  is  that  there  is  this  delusion  that  everything  is  hunky- 
dory,  and  that  you  have  these  beautiful  profit  reports. 

But  a  closer  examination  shows  that  so  much  of  that  is,  in  the 
case  of  the  banks,  is  the  off  balance  sheet  activities,  which  is  where 
this  high  risk  venture  is,  because  that  is  where  the  yield  is.  I 
mean,  this  is  the  illusion  of  a  yield.  But  anybody  who  knows  that 
if  you  put  your  trust  in  gambling,  that  there  isn't  much  security 
there  or  stability.  And  the  bad  part  is  that  no  reserves  are  required 
on,  and  in  the  case  of  the  off  balance  sheet  accounts,  as  you  know. 
And  that,  to  me,  is  a  terrible,  terrible  problem  that  is  going  to  have 
to  face  a  day  of  reckoning. 

But  our  country  seems  to  be  in  a  gambling  mood  all  over.  I  never 
dreamed — when  I  first  came  to  this  committee,  there  were  propos- 
als for  a  national  lottery  and  the  then-Chairman  then  was  indig- 
nant. And  it  came  from  some  members  of  the  committee  from  New 
York.  And  I  thought  that  being  on  the  Housing  Subcommittee  from 
the  beginning,  in  those  States  where  you  had  legalized  gambling, 
like  Nevada,  we  uncovered  some  use  of  those  gambling  proceeds  in 
such  things  as  fraudulent  practices  in  the  case  of  FHA  financing. 
But  I  never  dreamed  that  what  was  isolated  then  and  was  cer- 
tainly not  within  the  moral  ethos  of  our  country  is  today  rampant. 

I  think  there  are  over  38  States,  maybe  more,  that  have  licensed 
gambling  and  lottery  and  everything  else.  So  the  bankers  are  gam- 
bling. Any  time  anybody  tells  me  that  there  is  always  an  attempt 
by  some  to  obfuscate  some  activities,  so  they  make  it  seem  as  if, 
on,  this  is  very  difficult,  you  can't  understand  derivatives.  Oh,  it  is 
so  complicated.  In  fact,  when  we  had  George  Sorros  testify  here, 
one  New  York  journalist  said,  oh,  Sorros  came  to  the  committee 
and  gave  them  a  primer  on  such  things  as  swaps.  Nonsense.  He  did 
no  such  thing.  In  fact,  a  careful  reading  of  his  statement  would 
make  anybody  worry  plenty,  who  has  a  responsibility  that  we  have 
on  this  committee,  charged  with  the  primary  purpose  of  safeguard- 
ing the  safety  and  soundness  of  our  banking  and  financial  system. 

That  is  the  long  and  the  short  of  it.  But  particularly  the  insured 
depository  institutions.  Our  country  has  what  no  other  country  has, 
with  a  high  moral  hazard  in  the  kind  of  insured  depository  system 
we  have.  But  try  to  reform  it.  We  tried  4  years  ago,  5  years  ago, 
and  we  had  everyone  in  the  industry  and  newspapers  and  every- 
body editorializing  how  that  would  be  politicizing  the  depository 
system. 
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But  how  can  we  continue  to  have,  after  the  experiences  of  1989, 
1988,  1987,  a  continuation  of  the  use  of  these  financial  depository 
insured  institutions,  the  use  of  those  funds  for  investment  pur- 
poses. There  is  no  question  that  they  are  still  doing  that,  and  they 
have  to.  And  that  means  that  the  moral  risk  and  hazard  is  great 
because  the  depositor  feels  that  he  doesn't  have  to  watch  his  bank- 
ing institution  as  long  as  he  knows  his  deposit  is  insured.  And,  of 
course,  the  bank,  if  it  gets  hard  up,  is  going  to  make  use  of  that, 
that  allocation  of  credit  resource. 

So  at  this  point,  I  worry  after  the  central  credit  unions  experi- 
ence. The  chairman  reacted  immediately  when  we  made  a  request 
of  him  in  the  case  of  the  involvement  with  the  Spanish  bank.  Now, 
fortunately,  the  Spanish  Government  paid  for  the  losses.  They  sub- 
sidized that  bank.  It  was  the  fifth  largest  one  in  Spain.  I  have 
talked  to  the  finance  minister.  Now,  had  they  not,  then  the  Morgan 
Bank,  in  which  Central  Credit  Union  invested  those  funds,  would 
have  taken  and,  of  course,  lost  to  the  credit  union,  at  least  the  cor- 
porate credit  union. 

My  worry  is,  even  with  all  of  that  and  the  fact  that  it  has  grown 
to  such  obviously  monstrous  proportions,  this  market,  and  that  the 
pathetic  things  that  have  already  happened  and  are  still  happening 
as  of  late  yesterday.  Some  have  not  been  disclosed  because  the 
banks  involved  were  banks  involved  with  such  things — ^you  know, 
they  always  syndicate  these  activities,  and  they  were  involved 
with,  for  instance,  a  Farusi  downfall.  They  lost  $22  billion  gam- 
bling in  the  derivative  markets.  And  some  of  our  American  banks 
were  involved.  That  story  has  to  be  told.  Now,  the  one  that  got  the 
publicity  lately  was  Banesto,  the  Spanish  bank,  because  of  the 
credit  union.  But  eventually  it  has  to  be  told. 

Now,  how  in  the  world  can  we  have  anything  but  a  deadly  reck- 
oning when  at  the  same  time  you  have  this  sustained  loss  of  value 
of  the  dollar.  Now,  the  dollar  is  each  one  of  us  American's  share 
of  stock  in  America.  And  if  that  share,  if  you  take  a  baseline  year 
of  1970,  is  a  10  cent  dollar  today. 

Now,  how  do  you  go  unraveling  the  connection  between  that, 
what  is  happening  here,  and  what  the  people  back  home  are  feel- 
ing? Now,  we  can  be  up  here  in  our  little  worlds,  and  so  can  the 
bankers  and  the  Federal  Reserve  and  everybody  else,  but  when  you 
go  back  home  and  you  go  into  the  grocery  stores,  your  little  citizen 
will  tell  you.  They  are  a  lot  smarter  than  we  give  them  credit  for 
being.  They  know  they  may  not  know  the  ins  and  outs,  but  they 
know.  They  are  not  paying  less  for  groceries. 

If  inflation  has  been  controlled,  why  are  they  paying  more  for 
gproceries  than  they  were  10  years  ago,  15  years  ago,  5  years  ago. 
Why  are  they  paying  more  for  light,  gas  and  water,  utilities?  They 
are  not  paying  less,  they  are  paying  more.  But  what  about  that  dol- 
lar they  have  earned  in  their  salary?  It  can't  buy  as  much,  because 
it  isn't  worth  as  much. 

And  they  will  ask  hey,  Henry,  what  is  happening  here?  And  how 
do  you  explain?  And  yet  it  is  interconnected,  and  that  is  why  I  am 
grateful  to  the  GAO  because,  in  the  case  of  the  so-called  derivatives 
or  that  aspect  that  GAO  was  requested  to  study,  we  have  a  clear, 
limpidly  clear,  very  well  worded  report  in  which  the  minimal  is  rec- 
ommended. Ajid  yet  we  have  had,  from  Chairman  Greenspan  to 
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every  banking  lobbyist,  big,  small,  and  in-between,  fighting  every 
inch  of  the  way,  saying  don't  do  anything,  we  don't  have  to  do  any- 
thing about  derivatives.  And  what  is  worse  is  the  regulators.  So  we 
are  going  to  haul  them  in  here  next  week  and  at  least  put  them 
on  record. 

We  are  not  asking,  in  our  bill — which  incidentally  is  a  bipartisan 
bill — well,  at  least  Mr.  Leach,  I  don't  know  about  the  rest  of  his 
members,  any  more  than  I  do  about  some  of  mine.  But  you  know, 
it  is  not  easy  to  stand  up  to  the  banking  lobbyists  when  you  are 
in  an  election  year  and  you  have  either  a  campaign  to  conduct  that 
is  very  expensive  or  you  have  some  debts  still  hanging  from  the 
last  one. 

But  nevertheless,  I  am  not  casting  any  aspersions  on  anybody.  I 
am  just  saying  that  at  this  time,  if  our  system  is  going  to  work, 
or  is  working,  it  has  to  be  responsive  and  show  some  degree  of  re- 
sponsiveness. And  it  hasn't  been.  The  Congress  has  consistently — 
I  have  been  on  this  committee  33  years,  on  November  4,  it  will  be 
33  years,  and  I  have  never  seen  any  attempt  to  have  anticipatory 
or  long  range,  and  I  haven't  seen  it  from  the  executive  branch,  and 
as  an  ordinary  citizen,  I  haven't  seen  it  since  Franklin  Roosevelt. 

I  think  it  is  abysmal,  it  is  terrible.  But  nevertheless,  the  main 
rope — I  didn't  mean  to  digress,  what  I  am  trying  to  convey  is  that 
I  can't  have  the  words  to  demonstrate  the  seriousness  with  which 
your  testimony  should  be  received.  And  that  I,  for  one,  deeply  ap- 
preciate it. 

There  is  one  question  that  I  may  have  for  you  in  writing,  but 
there  is  one  I'd  like  to  ask  you  while  I  have  you  here.  The  Cor- 
porate Credit  Union  Network  is  the  main  source  of  liquidity  for  the 
so-called  natural  person  credit  union.  In  both  the  thrift  and  bank- 
ing industries,  you  have  independent  government  agencies  provid- 
ing liquidity  for  its  bankers. 

What  are  the  dangers  associated  with  having  a  private  institu- 
tion providing  the  liquidity  for  the  industry?  I  don't  know  if  you 
have  any,  or  you  want  to  wait  and  answer  it  in  writing? 

Mr.  McCooL.  Well,  I  think  that  would  be  a  question  we  would 
address  in  a  hearing  on  corporates.  I  guess  that  the  primary  ques- 
tion would  be  who  it  was  that  would  be  backing  and  providing  li- 
quidity to  the  corporates.  If  the  corporates  are  providing  liquidity 
to  natural  person,  it  would  seem  to  me  that  is  not  necessarily  a 
problem  as  long  as  the  corporates  themselves  are  in  good  financial 
condition.  I  guess  that  is  an  issue  that  we  will  be  talking  about 
next  week. 

The  Chairman.  OK 

Mr.  McCooL.  But  it  is  also  true  that  the  credit  unions  do  have 
access  to  other  sources  of  liquidity  as  we  mentioned  in  our  testi- 
mony, about  the  fact  that  they  have  the  corporate  credit  unions, 
they  also  have  the  Federal  Reserve  as  a  source  of  liquidity,  in  cer- 
tain circumstances,  as  well  as  the  insurance  fund.  So  there  are  al- 
ternatives for  this  liquidity  as  well  as  the  corporates. 

But  the  purpose,  I  think,  of  next  week's  hearing  is  to  get  into  the 
corporates  and  the  pluses  and  minuses  of  the  corporate  structure, 
and  I  think  we  will  address  that  in  some  detail  next  week. 

The  Chairman.  Well,  I  think  you  are  right.  That  is  a  good  point. 
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Well,  it  looks  like  some  of  the  members  are  just  not  going  to 
make  it,  so  we  won't  hold  you  here  unnecessarily.  We  deeply  appre- 
ciate your  patience  and  your  contribution.  Your  statement  was  ex- 
cellent, ana  the  work  you  did  here  is  very  helpful  to  us. 

Mr.  McCooL.  Thank  vou,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much,  and  your  associates. 

The  committee  will  stand  adjourned  until  next  Wednesday  at  10 
a.m. 

[Whereupon,  at  12:30  p.m.,  the  hearing  was  adjourned.] 
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Opaning  Statement  of  Henry  B.  Oonzales, 
Committee  on  Banking,  Finance  and  Orban  Affairs 
Hearing  on  the  Financial  Condition  of  the  Credit  Union  Industry 

September  29,  1994 

Over  the  past  decade  credit  unions  have  undergone  dramatic 
changes,  yet  the  Congress  has  paid  little  attention  to  the 
industry,  its  regulator  or  the  financial  condition  of  its  insurance 
fund;  the  Congress  must  give  the  credit  union  industry  a 
comprehensive  check-up. 

Credit  Unions  have  grown  dramatically  because  they  offer 
superior  services  at  the  right  price.  The  industry  must  now  become 
introspective  and  deal  with  fine  tuning  issues  such  as  how  to  get 
credit  unions  to  make  more  loans,  settle  the  question  of  field  of 
membership  expansion,  carefully  review  the  obsolete  corporate 
credit  union  structure,  and  work  to  combat  lending  discrimination 
and  improve  the  community  development  record  of  all  credit  unions. 

The  specific  goal  of  today's  hearing  is  to  enable  the  Congress 
and  the  public  to  better  understand  the  structure  and  financial 
condition  of  the  credit  union  industry  and  its  deposit  insurance 
fund,  the  National  Credit  Union  Share  Insurance  Fund  (NCUSIF) .  We 
must  ensure  that  the  credit  union  industry  is  sound  and  that 
taxpayers  are  protected.  On  October  6th,  the  Committee  will  begin 
an  examination  of  the  obsolete  corporate  credit  union  structure  and 
begin  discussing  the  possibility  of  ending  the  largest  credit  union 
trade  association's  present  de  facto  control  of  the  industry's 
liquidity  through  the  corporate  credit  union  network. 

The  Committee  warmly  welcomes  back  Mr.  Norman  D' Amours  as  the 
new  chairman  of  the  National  Credit  Union  Administration.  Since 
taking  over  as  Chairman,  Mr.  D'Amours  has  moved  decisively  to  deal 
with  important  issues  facing  credit  unions.  In  light  of  the 
Banesto  debacle  involving  U.S.  Central  Credit  Union,  Chairman 
D'Amours  commissioned  a  review  of  corporate  cn^dit  unions  to 
evaluate  their  investment  and  risk-taking  behaviors.  He  also 
established  an  office  of  corporate  credit  unions  to  specifically 
handle  those  issues.  Mr.  D'Amours  has  additionally  proposed 
prohibiting  the  pervasive  interlocks  between  the  industry's  largest 
trade  association  and  the  corporate  credit  union  network.  We  all 
know  the  dangers  of  a  trade  association  having  too  much  sway  over 
an  industry  and  I  am  fully  supportive  of  the  Chairman's  efforts  to 
distance  the  corporate  credit  unions  from  trade  association 
domination. 

Finally,  Chairman  D'Amours  has  given  priority  to  credit  unions 
serving  economically  distressed  communities  and  has  undertaken  a 
long  overdue  review  of  lending  discrimination  within  the  industry. 

We  appreciate  the  efforts  of  Chairman  D'Amours  and  we  look 
forward  to  his  testimony.  I  also  welcome  Mr.  Thomas  McCool  of  the 
GAO,  who  will  provide  testimony  as  the  second  panel. 
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ATTACHED:  LETTERS  TO  NCUA  CHAIRMAN  NORMAN  D' AMOURS  AND 
6AO  COMPTROLLER  CHARLES  BOWSHER 

WASHINGTON.  D.c. .  August  29,  1994  —  Chairman  Henry  B. 
Gonzalez  of  the  Committee  on  Banking,  Finance  and  Urban  Affairs 
today  announced  that  the  Committee  will  begin  a  series  of  hearings 
to  examine  the  health  of  the  credit  union  industry  at  10  a.m., 
September  29,  1994  in  2128  Rayburn  House  Office  Building.  The  first 
hearing  will  examine  in  detail  the  financial  condition  of  the 
industry  and  its  deposit  insurance  fund. 

"It  is  high  time  that  Congress  reviewed  the  financial 
condition  of  the  credit  union  industry  to  ensure  that  taxpayers  are 
protected,"  Chairman  Gonzalez  said.  "The  hearings  will  enable  the 
Congress  and  public  to  better  understand  the  structure  and 
financial  condition  of  the  credit  union  industry  and  its  role  in 
the  financial  services  industry." 

The  Committee  invited  National  Credit  Union  Administration 
(NCUA)  Chairman  Norman  D'Amours  to  testify  on  supervisory, 
regulatory  and  statutory  issues  affecting  the  safety  and  soundness 
of  credit  unions,  NCUA's  current  policy  related  to  corporate  credit 
unions,  including  NCUA's  relationship  to  the  Banesto  investment  of 
U.S.  Central,  and  NCUA's  efforts  to  meet  the  needs  of  low-income 
communities . 

General  Accounting  Office  (GAG)  Comptroller  Charles  Bowsher 
has  been  requested  to  testify  on  the  growth  of  credit  unions, 
including  new  charters,  mergers,  failures  and  why  some  credit 
unions  have  considered  converting  to  thrift  charters;  and  to 
discuss  the  recommendations  in  GAO's  1991  report  on  credit  unions 
and  its  impact  on  the  credit  union  system.  GAO's  opinion  on  the 
financial  condition  and  soundness  of  the  National  Credit  Union 
Share  Insurance  Fund  has  also  been  requested. 

##« 
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rr.  QMO 

The  Honorable  Norman  E.  D' Amours 

Chairman 

National  Credit  Union  Administration  (NCUA) 

1775  Duke  Street 

Alexandria,  Virginia  22314-3428 

Dear  Chairman  D'Amours: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  hold 
a  set  of  hearings  on  the  condition  of  the  credit  union  industry. 
The  goal  of  the  hearings  is  to  enable  the  Congress  and  public  to 
better  understand  the  structure  and  financial  condition  of  the 
industry,  and  its  role  in  the  financial  services  industry.  The 
hearings  will  examine  in  detail  the  financial  condition  of  the 
industry's  deposit  insurance  fund  and  corporate  credit  unions,  and 
identify  problems,  if  any,  that  would  adversely  affect  the 
condition  of  the  industry  or  its  deposit  insurance  fund. 

The  first  hearing  will  focus  on  the  financial  condition  of  the 
credit  union  industry  and  its  deposit  insurance  fund.  The  hearing 
will  be  held  on  September  29,  1994,  at  10:00  a.m.,  in  Room  2128, 
Rayburn  House  Office  Building.  The  Committee  respectfully  requests 
that  you  testify  at  the  hearing. 

The  Committee  respectfully  requests  that  you  provide  an 
overview  of  the  financial  condition  of  the  credit  union  industry 
and  its  deposit  insurance  fund,  the  National  Credit  Union  Share 
Insurance  Fund  (NCUSIF) .  Your  analysis  of  the  industry  and  NCUSIF 
should  include  a  discussion  of  any  major  factors  that  will 
influence  their  financial  condition. 

In  addition,  please  provide  the  following  information  which 
should  be  contained  in  your  written  statement. 

1.  An  overview  of  any  supervisory,  regulatory  or  statutory  issues 
affecting  the  safety  and  soundness  of  credit  unions. 

2.  A  discussion  of  the  NCUA's  current  policy  related  to  corporate 
credit  unions,  including  an  overview  of  the  NCUA's  actions 
related  to  the  Banesto  investment  of  U.S.  Central. 


37 


3.  An  overview  of  the  NCUA's  efforts  to  meet  the  needs  of  low- 
income  communities  including  a  status  report  on  the 
Community  Development  Credit  Union  (CDCU)  program. 

4.  A  summary  of  the  problems  encountered  during  the 
construction  of  the  NCUA's  headquarters  building,  including 
any  changes  made  to  NCUA  policies  as  a  result  of  your  review 
of  the  matter. 

Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office 
Building,  no  later  than  the  close  of  business  September  28,  1994. 

Thank  you  for  your  cooperation.   The  Committee  looks  forward 
to  your  testimony.   With  best  wishes. 


^ncerelv^ 

Henry  B.  Gonzalez 
Chairman 


HBG:dk/jc 
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The  Honorable  Charles  A.  Bowsher 

Comptroller  General 

General  Accounting  Office  (GAO) 

441  G  Street,  N.W. 

Washington,  D.C.   20548 

Dear  Comptroller  Bowsher: 

The  Committee  on  Banking,  Finance  and  Urban  Affairs  will  be 
holding  a  hearing  to  review  the  financial  condition  of  the  credit 
union  industry  and  its  deposit  insurance  fund  on  September  29, 
1994,  at  10:00  a.m.,  in  Room  2128,  Rayburn  House  Office  Building. 
The  Committee  respectfully  requests  that  you  testify  at  the 
hearing. 

The  Committee  requests  that  the  GAO  testify  on  the  overall 
financial  condition  of  the  credit  union  industry  and  its  insurance 
fund,  the  National  Credit  Union  Share  Insurance  Fund  (NCUSIF) . 
Your  analysis  should  include,  if  applicable,  a  discussion  of  any 
potential  problems  that  could  affect  the  financial  health  of  the 
industry  and  its  deposit  insurance  fund. 

In  addition,  please  provide  the  Committee  with  an  update  on 
the  implementation  of  the  GAO's  recommendations,  including  those 
related  to  the  above  topics,  that  were  made  in  the  GAO's  July,  1991 
report  entitled.  Credit  Unions:  Reforms  for  Insuring  Future 
Soundness  (GGD  gi-BsT  —    ^ — ^ 

Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  the  close  of  business  September  28,  1994. 

Thank  you  for  your  consideration.  The  Committee  looks  forward 
to  your  testimony.   With  best  wjfehes. 

Sin< 


HBG:dk/jc 


Henry  ' 
Chairman 


onzal 
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HEARING  NOTICE 


JAUCS  A  LEACH.  IOWA 

BILL  WcCOLLUM  FLORIDA 

MARGE  ROIAEMA  NEW  JERSEY 

DOUG  BEREUTER  NEBFLASlUk 

THOMAS  RIOGE    PENNSYLVANIA 

TOBY  ROTH   WISCONSIN 

ALFRED  A   McCANOLESS   CALIFORNIA 

RICHARD  H   BASER   LOUISIANA 

JIM  NUSSLE.  IOWA 

CRAMS  THOMAS    WYOMING 

SAM  JOHNSON   TEKAS 

DEBORAH  PRVCt  OHIO 

JOHN  LINOER  GEORGIA 

JOt  KNOLLENBERG.  MICHIGAN 

RtCK  LUIO.  NEW  YORK 

ROD  GRAMS.  MINNESOTA 

SPENCER  BACHUS  III   ALABAMA 

MIKE  HUFFINGTON.  CAUFORNIA 

MICHAEL  CASTLE.  DELAWARE 

PETER  KING.  HEW  YORK 

BERNARD  SANDERS.  VERMONT 


To: 


Members  of  the  Committee  on  Banking,  Finance  and  Urban 
Affairs 


From:      Henry  B.  Gonzalez,  Chairman 

Re:        Hearing  on  the  Safety  and  Soundness  of  the  Credit  Union 
Industry 

On  Thursday,  September  29,  1994  at  10:00  a.m.,  in  room  2128  of 
the  Rayburn  House  Office  Building,  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  to  examine  the 
financial  condition  of  the  credit  union  industry  and  its  share 
insurance  fund.  The  Committee  will  also  receive  an  update  on  the 
issues  raised  in  the  GAG  report  entitled  Credit  Unions:  Reforms  for 
Ensuring  Future  Soundness.  The  following  is  a  tentative  witness 
list: 


Panel  I 

The  Honorable  Norman  E.  D'Amours,  Chairman,  National  Credit  Union 
Administration  (NCUA) 


Panel  II 


The  Honorable  Charles  A.  Bowsher,  Comptroller  General  of  the  United 
States,  General  Accounting  Office  (GAO) 
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To: 


Members  of  the  Committee  on  Banking,  Finance  and  Urban 
Affairs 


From:      Henry  B,  Gonzalez,  Chairman 

Re:       Hearing  on  the  Safety  and  Soundness  of  the  Credit  Union 
Industry 

On  Thursday,  September  29,  1994  at  10:00  a.m.,  in  room  2128  of 
the  Rayburn  House  Office  Building,  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  to  examine  the 
financial  condition  of  the  credit  union  industry  and  its  share 
insurance  fund.  The  Committee  will  also  receive  an  update  on  the 
issues  raised  in  the  GAD  report  entitled  Credit  Unions:  Reforms  for 
Ensuring  Future  Soundness.  The  following  is  the  definitive  witness 
list: 


Panel  I 

The  Honorable  Norman  E.  D'Amours,  Chairman,  National  Credit  Union 
Administration  (NCUA) 


pane;  U 


Mr.  Thomas  J.  McCool,  Associate  Director,  Financial  Institutions 
and  Markets  Issues,  General  Government  Division,  General 
Accounting  Office  (GAG) 
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DERIVATIVES  LOSSES  AFFECTING  BANKS 


DATE 


ORGANIZATION 


EVENT 


June  13,  1994 


BankAmerica  Corp. 


Paid  $17.4  million  in  May  into 
its  Pacific  Horizon  Prime  Money 
Market  fund  to  cover  losses  on 
derivatives  and  some  other 
securities. 


July  1,  1994 


BankAmerica  Corp. 


Announced  the  injection  of  an 
additional  S50.5  million  into  its 
money  market  funds  to  cover 
derivatives  losses.    After  tax 
losses  to  the  company  equalled 
about  530  million. 


August/September 


Caliber  Bank,  a  unit  of 
Independent  Bancorp, 
Inc. 


September  27, 
1994 


Community  Bankers 
Mutual  Fund,  managed 
by  Community  Assets 
Management 


Caliber  was  sold  to  Norwest 
Corp.  after  it  suffered  tens  of 
millions  in  losses  on 
collateralized  mortgage 
obligations.    Without  the  sale, 
Independent's  stock  would  have 
plummeted  in  value. 

The  SEC  announced  that  the 
fund  had  become  the  first  money 
market  fund  to  cause  a  loss  to 
investors.   The  cause  of  the  loss 
was  soured  derivatives 
investments,  which  comprised 
$35.5  million  of  the  fund's 
$82.2  million  in  assets.    The 
fund's  shareholders  were  112 
community  banks.    The 
collective  loss  to  the 
shareholders  was  $5  million,  or 
six  cents  for  every  dollar 
invested. 


1994 


Bamett  Banks,  Inc. 


Purchased  $100  million  from  its 
Emerald  Prime  Fund  to  cover 
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1994 


1994 


ABN  Amro  (USaile 
National  Corp.) 


Union  Bank 


1994 


Wilmington  Trust 
Company 


1994 


1994 


Fleet  Financial  Corp. 


Northern  Trust  Corp. 


derivatives  losses. 

Purchased  S45  million  in 
derivatives  from  two  of  its 
mutual  funds  to  cover  losses. 

Purchased  S20  million  in 
derivatives  from  its  Stepstone 
Money  Market  fund  to  cover 
losses.    Recorded  a  SI  million 
charge  to  earnings. 

Purchased  S5  million  in 
derivatives  from  its  Emerald 
Prime  Trust  Fund  to  cover 
losses. 

Wilmington  also  infused  $3.8 
million  in  capital  to  two  other 
funds,  recording  the  $3.8  million 
as  a  loss. 

Reimbursed  three  money  market 
funds  for  derivatives  losses  at  a 
cost  of  $5  million. 

Agreed  to  buy  $111  million 
worth  of  derivatives  by  June  of 
next  year  from  three  of  its 
money  market  funds.    Recorded 
a  $3.5  million  charge  to  earnings 
to  cover  the  cost. 
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DERIVATIVES  LOSSES  AFFECTING  NON-BANKS 


DATE 


ORGANIZATION 


EVENT 


early  January,  1994  Metallgesellschaft 


Announced  potential  derivatives 
losses  of  $1  billion. 


March  7,  1994 


Gibson  Greetings 


March  1994 


March  31,  1994 


Minnetonka  Fund 


Askin  Capital 
Management 


Announced  loss  of  $3  million  on 
interest  rate  swaps.    On  April 
18,  announced  first  quarter  loss 
of  $16.7  million  on  interest  rate 
derivatives.    Subsequently  sued 
Bankers  Trust. 

Run  by  Cargill,  the  fund  lost 
more  than  $90  million  using 
mortgage-backed  derivatives. 

Three  private  investment  funds 
worth  $2  billion  and  managed  by 
David  Askin  were  liquidated 
because  of  massive  derivatives 
losses. 


April  8,  1994 


City  Colleges  of 
Chicago 


April  13,  1994 


Proctor  &  Gamble 


Filed  lawsuit  against  Westcap 
Securities  L.P.  charging  that 
Westcap  did  not  disclose  to  them 
that  their  $96  million  portfolio 
would  be  put  into  derivatives 
that  subsequently  became 
illiquid.   The  suit  asks  for  $50 
million  damages. 

Announced  $102  million  charge 
on  derivatives  that  failed  because 
of  interest  rate  increases. 
Subsequently  threatened  to  sue 
Bankers  Trust,  which  sold  it  the 
derivatives. 


April  18, 1994 


New  York  Muni  Fund 


Settled  with  New  York  Attorney 
General  for  failing  to  disclose 
investing  40%  of  fund  in 
derivatives. 
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April  21,  1994 


Dell  Computer 


Revealed  $500,000  loss  on 
foreign  exchange  derivative 
transactions  and  warned  that 
further  losses  may  be 
forthcoming. 


May,  1994 


Mead  Corporation 


Reportedly  suffered  significant 
losses  on  derivatives  purchased 
from  Bankers  Trust. 


May  15,  1994 


ARCO 


Announced  employee  savings 
plan  lost  $22  million  from 
derivatives  transactions. 


May  17,  1994 


Air  Products  and 
Chemicals  Inc. 


Announced  it  would  take  a 
charge  of  $9  million  in  the  third 
quarter  due  to  losses  on 
derivatives. 


May  18,  1994 


Caterpillar 


Financial  services  subsidiary  of 
Caterpillar  reported  a  $5.4 
million  loss  from  derivatives. 


May,  1994 


Piper  Jaffray  Mutual 
Funds 


The  bond  fund  lost  $10  million 
because  of  mortgage  derivatives. 
Piper  Jaffray  invested  its  own 
assets  to  provide  fund  liquidity. 


June  1994 


Virginia  Retirement 
System 


Revealed  that  a  recently- 
dismantled  derivatives  program 
had  cost  their  fund  about  $66 
million. 


June  1994 


Florida  Treasurer's 
Office 


Announced  that  investments 
plunged  by  about  $175  million, 
due  in  part  to  mortgage 
derivatives. 


June  6,  1994 


International  Family 
Entertainment 


Pat  Robertson  cable  company 
announced  $2.1  million 
derivative  loss. 


June  8,  1994 


Paine  Webber  Bond 
Mutual  Fund 


Announced  $33  million  loss 
from  mortgage  backed 
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June,  1994 

June  14,  1994 
July  14,  1994 


July  20,  1994 


July  25,  1994 


August  8,  1994 
August  12,  1994 


Zweig 

CS  First  Boston 
Mound,  Minnesota 


Maple  Grove,  Minnesota 


Andover,  Minnesota 


Metropolitan  Sports 
Facilities  Commission 
(Metronome,  (Twins, 
Vikings)) 

CS  First  Boston 
Investment  Management 


Paine  Webber 


Minnesota  Orchestral 
Association 

Charles  County,  Md. 


derivatives.    An  investor  suit 
showing  brochure  stating  fund 
would  only  invest  in  AAA  govt, 
bonds  forced  Paine  Webber  to 
reimburse  fund. 

Infused  $415,(X)0  in  cash  into  its 
Cash  Fund  to  compensate  for 
derivative  losses. 

Announced  Money  Market  Fund 
loss  because  of  derivatives. 

City  government's  portfolio  lost 
$5()0,(XX)  due  to  investments  in 
derivatives  made  for  the  city  by 
Piper  Jaffray  Cos. 

Same  as  above,  portfolio  fell 
from  $5  to  $3.8  million. 

Same  as  above,  portfolio  fall 
from  $2  to  $1.6  million. 

Same  as  above,  portfolio  lost 
$1.3  million  of  its  S8  million 
investment. 


Lost  $40  million  on  currency 
derivatives  and  reimbursed  three 
large  institutional  investors. 

Injected  $180  million  into  its 
Short-Term  U.S.  Gov't  securities 
fund  to  make  up  for  losses 
incurred  through  derivatives 
investments. 

Lost  $2  million  of  its  investment 
portfolio  with  Piper  Jaffray  Cos. 

Reports  of  a  $1.3  million  loss  in 
county  funds  due  to  derivatives 
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Sept.  1,  1994 

Sept.  2,  1994 
Sept.  8.  1994 

Sept.  9,  1994 


Wyoming  Retirement 
Board 


City  of  Jackson,  Ohio 


University  of  Minnesota 


State  of  Florida 


mvestments. 

Board  Reports  paper  losses  of 
$10  million  from  their  derivative 
portfolio  with  Piper  Jaffray. 

Lost  82%  of  $418,852  invested 
in  a  type  of  mortgage  derivative. 

Board  of  Regents  was  notified 
last  month  that  the  university  lost 
$13  million  when  David  Askin's 
Granite  fund  collapsed. 

State  lost  $90  million  through 
derivative  investments  made 
through  Piper  Jaffray. 


Sept.  10,  1994 


Odessa  College 


Week  of  Sept.  12, 
1994 


Gibson  Greetings  Inc. 


1994 


Undated 


Kidder  Peabody 


Shoshone  Indian  Tribe, 
Wyoming 


Filed  suit  against  its  former 
securities  firm,  Gruntal  &  Co. 
for  $10  million  in  damages. 
College  administrators  contend 
that  their  $22  million  portfolio 
has  lost  half  its  market  value. 

Filed  suit  against  Bankers  Trust 
New  York  Corp.  for  their  $23 
million  loss  in  derivatives. 
Gibson  is  seeking  renumeration 
of  the  loss  and  $50  million  in 
punitive  damages. 

Purchased  $166  million  in 
derivatives  from  five  funds  at  a 
reported  cost  of  $7M. 

A  1993  multi-million  dollar 
investment  in  mortgage 
derivatives  lost  a  significant 
portion  of  its  value.   The  tribe 
has  registered  a  complaint 
against  the  broker  with  the 
National  Association  of 
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Securities  Dealers. 


Undated 


Sandusky  County,  Ohio 


Mortgage  derivatives  investments 
in  the  early  1990's  cost  the 
county  over  $5M,  according  to 
Virgil  Swartzlander,  the  county 
treasurer.    The  county's  broker, 
Government  Securities 
Corporation  of  Houston,  has 
agreed  to  reimburse  the  county 
$5.5M. 


Undated 


Portage  County,  Ohio 


Mortgage  derivatives  investments 
in  the  early  1990's  cost  the 
county  about  $5M,  according  to 
Maurice  Kline,  the  county 
treasurer.   The  county  is  suing 
its  broker.  Government 
Securities  Corporation  of 
Houston. 


Undated 


Vermilion,  Ohio 


A  1992  investment  of  $200,000 
in  mortgage  derivatives  from 
Hart  Securities  of  Houston 
plummeted  in  value  to  $16,000, 
according  to  Rosalie  Townsend, 
the  town's  treasurer. 


Undated 


United  Services 


Purchased  $93.25  million  in 
derivatives  from  its  U.S. 
Government  Securities  Savings 
fund  to  cover  derivatives  losses. 


Undated 


Value  Line 


Purchased  $40.45  million  in 
derivatives  from  its  Value  Line 
Cash  Fund  to  cover  losses. 


Undated 


Wayne  Hummer 


Purchased  $4  million  in 
derivatives  from  its  Money  Fund 
to  cover  losses. 


Undated 


Louisiana  state  pension 
fund 


Suffered  estimated  losses  of  $50 
million,  much  of  it  through 
derivatives. 
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statement  of  the  Hon.  James  A.  Leach 

Credit  Union  Hearing 

September  29,  1994 


Thank  you  Mr.  Chairman  for  calling  this,  the  first  of  two  hearings, 
on  the  condition  of  the  credit  union  industry.  Although  the 
industry  by  all  accounts  appears  to  be  in  good  shape,  it  is 
important  that  we  exercise  our  oversight  obligations.  I  believe 
the  last  time  the  Chairman  of  the  NCUA  appeared  before  this 
Committee  on  the  condition  of  the  industry  was  back  in  1991. 
Regulation  must  keep  up  with  changing  markets  and  technology. 
Potential  problems  must  be  identified  and  nipped  in  the  bud. 
Policies  and  regulation  that  are  effective  should  be  studied  to  see 
if  they  can  be  applied  elsewhere. 

Currently,  there  are  over  12,000  credit  unions  in  the  U.S.  which 
serve  the  financial  needs  of  64  million  Americans.  The  industry 
has  its  highest  ever  capital  ratio  of  9.8%.  The  number  of  troubled 
credit  unions  is  at  a  ten  year  low.  In  addition,  with  the  passage 
of  the  CDFI  bill,  credit  unions  will  have  an  even  greater 
opportunity  to  serve  the  credit  needs  of  the  poor  and  the  inner 
city. 

However,  there  are  a  few  areas  that  could  stand  closer  scrutiny. 
The  GAO  has  expressed  some  concern  that  the  level  of  interest  rate 
risks  that  credit  unions  have  assumed  has  increased.  The  second 
major  area  is  corporate  credit  unions.  I  am  happy  to  note  that  the 
Chairman  plans  to  address  this  concern  in  his  October  6  hearing. 
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Overall  the  general  consensus  is  that  the  credit  union  industry  is 
doing  well  and  its  insurance  fund  is  in  good  shape.  I  thank  the 
Chairman  for  holding  these  important  oversight  hearings  and  I  look 
forward  to  the  testimony  of  our  witnesses. 
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Opening  Statement  of 

Congressman  Paul  E.  Kanjorski 

September  29, 1994 


Mr.  Chairman,  I  want  to  welcome  our  friend  and  former  colleague.  Norm  D'Amours  to 
our  hearing  today. 

Although  he  has  been  at  the  NCUA  for  less  than  a  year.  Chairman  D'Amours  is  to  be 
congratulated  for  moving  the  agency  in  new  directions. 

In  his  first  year  in  office  he  has: 

•  Initiated  a  major  review  of  corporate  credit  unions,  particularly  their  independence, 
their  control  and  their  investments. 

•  Set  up  a  new  office  to  oversee  Community  Development  Credit  Unions. 

•  Spoken-out  strongly  in  favor  of  increased  lending  by  credit  unions. 

•  Flatly  opposed  requests  from  credit  unions  to  convert  to  mutual  savings  banks. 

•  Reorganized  and  streamlined  the  NCUA  bureaucracy,  consistent  with  the  Vice 
President's  Reinventing  Government  initiative. 

•  Instructed  staflF  to  review  the  contracts  for  the  new  NCUA  headquarters,  constructed 
by  his  predecessors,  to  determine  whether  cost-savings  can  be  achieved. 

None  of  these  activities,  however,  have  taken  away  from  the  NCUA's  core  mission  - 
preserving  the  safety  and  soundness  of  our  nation's  credit  unions. 

Quite  to  the  contrary,  today,  the  National  Credit  Union  Share  Insurance  Fund  is  having 
one  of  its  best  years  ever.  It  expects  to  end  the  year  with  an  equity  ratio  of  1.29%,  higher  than 
either  the  BIF  or  SAIF  ratios,  and  only  one  one-hundredth  of  one-percent  below  the  level  at 
which  the  law  requires  that  rebates  be  made  to  credit  unions. 

In  spite  of  the  progress  that  has  been  made  to  date,  this  is  no  time  for  the  agency  to  rest 
on  its  laurels,  and  that  is  why  I  am  pleased  to  see  Chairman  D'Amours  moving  forward  with  new 
initiatives. 

Mr.  Chairman,  credit  unions  have  a  special  place  in  the  hearts  of  Americans  because  they 
are  differert.  They  are  non-profit.  They  are  voluntary  associations.  They  have  boards  of 
directors  who  serve  without  pay.  They  have  a  common  bond.   They  return  their  profits  to  their 
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members.    They  invest  in  their  members  and  their  local  communities,  promoting  both  individual 
and  collective  growth. 

The  credit  union  community  must  not  lose  sight  of  what  makes  them  diflferent,  or  they  will  • 
become  nothing  more  than  clones  of  other  financial  intermediaries.    If  they  become  no  diflferent 
then  they  will  lose  their  justification  for  tax  exempt  status  and  exemptions  from  laws  like  the 
Community  Reinvestment  Act. 

I  hope  that  won't  happen,  and  that  is  why  I  encourage  Chairman  D'Amours  to  continue 
his  oversight  of  corporate  credit  unions.  To  tell  the  corporates  that  they  must  invest  here  at 
home,  and  not  overseas.  I  also  encourage  him  to  continue  to  oppose  charter  conversions  to 
mutual  savings  banks,  to  promote  higher  loan  to  share  ratios,  and  to  strictly  enforce  meaningful 
common  bond  requirements. 

I  look  forward  to  hearing  from  both  Chairman  D'Amours  and  the  GAO  today. 


^iaf 
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House  Banking  Committee 

Credit  Unions 

September  29,  1994 

Opening  Statement 

Rep.  Nydia  M.  Velazquez 


Thank  you  Mr.  Chairman. 

Over  the  last  quarter  century,  the  credit  union  industry  has  come  to  occupy  a 
significant  portion  of  our  nation's  financial  sector.   Although  the  number  of 
credit  unions  has  declined  by  50  percent  since  1970,  their  total  assets  have 
mushroomed,  growing  1600  percent.   Credit  unions  now  control  $290  billion  in 
assets. 

With  this  level  of  capital,  the  safety  and  soundness  of  the  industry  becomes 
increasingly  important.   A  number  of  issues  should  be  addressed.   Is  the 
regulatory  structure  for  credit  unions  keeping  up  with  the  explosive  growth  of 
the  industry?  Will  the  recent  changes  in  field  of  membership  restrictions 
encourage  credit  unions  to  adopt  undue  risk?  Does  increased  commercial 
lending  warrant  increased  concern? 

These  are  some  of  the  question  which  I  believe  the  industry  and  its  regulators 
should  be  prepared  to  address.   Ultimately,  it  falls  to  this  Committee  and  the 
Congress  to  ensure  that  working  people  are  never  again  called  upon  to  pick  up 
the  tab  for  reckless  lenders  and  irresponsible  regulators. 

Thank  you. 
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TESTIMONY  OF 

NORMAN  E.  D'AMOURS 

CHAIRMAN 

NATIONAL  CREDIT  UNION  ADMINISTRATION 

BEFORE  THE 

COMMIHEE  ON 

BANKING.  FINANCE  AND  URBAN  AFFAIRS 

U.  S.  HOUSE  OF  REPRESENTATIVES 


SEPTEMBER  29, 1994 
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Chairman  Gonzalez  and  members  of  the  committee,  thank  you  for  the 
opportunity  to  present  a  comprehensive  picture  of  federally  insured  credit 
unions,  NCUA,  and  the  National  Credit  Union  Share  Insurance  Fund 
(NCUSIF). 

Mr.  Chairman,  you  asked  me  to  outline  seven  areas  of  direct  concern  to 
this  Committee: 

•  NCUA's  efforts  with  community  development  credit  unions  (CDCUs); 

•  Supervisory  issues; 

•  Corporate  credit  unions; 

•  Regulatory  issues; 

•  Statutory  issues; 

•  The  condition  of  credit  unions  and  the  NCUSIF;  and 

•  Problems  encountered  with  the  construction  and  occupancy  of  NCUA's 
headquarters  building  in  Alexandria,  Virginia. 

COMMUNITY  DEVELOPMENT  AND  SMALL  CREDIT  UNIONS 

Since  coming  to  NCUA  last  November,  I  have  made  the  delivery  of 
financial  services  to  economically  distressed  communities  one  of  the 
keystones  of  my  chairmanship.   I  am  firmly  committed  to  making  credit 
union  services  more  available  to  our  nation's  poor  and  underserved 
communities.  I  want  measurable  results:  more  credit  unions  serving  more 
low-income  neighborhoods  and  doing  so  in  a  financially  safe  and  sound 
manner. 
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As  of  June  30,  more  than  3.7  million  Americans  are  eligible  to  join  what 
the  NCUA  statute  calls  credit  unions  serving  low-income  communities. 
These  institutions,  today,  have  combined  assets  of  over  five  hundred 
million  dollars,  an  increase  of  more  than  50  percent  in  the  first  six  months 
of  1994.   Over  the  last  four  years,  their  average  individual  asset  size  has 
more  than  doubled  to  just  over  $3  million.  It  should  be  noted,  that  most  of 
these  gains  are  due  to  credit  unions  obtaining  the  low-income  designation, 
but  new  charters  and  robust  asset  growth  among  existing  low-income  credit 
unions  also  account  for  some  of  these  advances. 

NCUA  has  taken  a  number  of  actions  to  enhance  the  delivery  of  credit 
union  services  to  deprived  communities.  We  have  amended  field-of- 
membership  guidelines  to  allow  greater  flexibility  for  credit  unions  wishing 
to  expand  into  low-income  areas  and  we  have  made  it  easier  for  low- 
income  credit  unions  to  expand  their  fields  of  membership  and  to  associate 
themselves  with  other  credit  unions.  We  have  raised  thresholds  on 
nonmember  share  deposits  (funds  from  outside  the  field  of  membership 
community)  for  low-income  credit  unions. 

Office  of  CDCUs 

One  of  my  first  acts  at  NCUA  was  to  successfully  ask  the  Board  to 
establish  an  Office  of  Community  Development  Credit  Unions  within  the 
Office  of  the  Chairman.  This  office  is  responsible  for  carrying  out  agency 
policy  for  community  development  credit  unions.  As  a  resuh,  we  now 
have  a  core  group  of  dedicated  professionals  working  closely  with 
conununity  development  credit  unions.  We  have  also  established  special 
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training  programs  for  agency  staff  and  others  who  work  with  these  credit 
unions,  helping  with  issues  from  chartering  to  operations. 

Community  Development  Revolving  Loan  Fund  for  Credit  Unions 

The  Community  Development  Revolving  Loan  Fund  for  Credit  Unions  has 
almost  $6.3  million  in  loans  and  deposits  outstanding  in  participating  low- 
income  credit  unions  ~  the  largest  amount  of  money  in  credit  unions  in  the 
16-year  history  of  the  program.  In  the  five  years  since  Congress  gave 
NCUA  the  stewardship  of  this  program,  there  have  been  no  loan  defaults. 
The  original  $6  million  congressional  appropriation  has  grown  to  $6.7 
million. 

Loans  and  deposits  from  the  revolving  loan  fund  to  low-income  credit 
unions  must  be  matched  from  other  sources  in  the  community  or  outside 
the  community.  As  the  low-income  credit  unions  make  interest  payments 
on  their  funds,  NCUA  uses  those  earnings  to  provide  technical  assistance 
to  these  and  other  credit  unions.  We  work  with  low-income  credit  unions 
in  such  critical  areas  as  management  training  and  development,  long-range 
planning,  financial  management  and  operational  control.  Our  goal  is 
financial  stability  so  these  credit  unions  can  offer  their  communities  better 
and  more  varied  services. 

Positive  Trends 

Low-income  credit  unions  show  positive  financial  trends.  As  the  economy 
as  a  whole  continues  to  improve,  so  has  the  economy  in  less  affluent  areas. 
While  the  number  of  all  credit  unions  continues  to  drop,  the  number  of 
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credit  unions  designated  as  low-income  has  begun  to  climb.  As  of  June  30, 
the  number  of  designated  low-income  credit  unions  reached  171,  an 
increase  of  18  from  year-end  '93  and  32  from  year-end  '92. 

On  average,  low-income  credit  unions  are  growing  faster  than  other  credit 
unions  and  have  a  greater  percentage  of  their  shares  in  loans  to  members. 
Delinquency,  as  expected,  is  higher  than  for  all  credit  unions,  but  has 
fallen  to  its  lowest  level  in  this  decade,  down  to  2.8  percent  of  total  loans 
from  a  high  of  5.6  percent  at  year-end  1992.  Capital  levels  are  rising. 
Total  capital  now  stands  at  11.3  percent.  Subtracting  the  allowance  for 
loan  losses,  low-income  credit  unions  still  have  a  9.4  percent  capital  to 
asset  ratio. 

Mr.  Chairman,  we  at  NCUA  are  committed  to  the  ideal  that  all  Americans 
are  entitled  to  basic  financial  services.  It  is  in  all  our  interests  that  people 
of  small  means,  whatever  their  race,  sex,  or  location  have  access  to  credit. 
NCUA  will  work  with  all  community  development  credit  unions  to  ensure 
that  they  are  allowed  to  grow  and  prosper. 

Another  area  that  greatly  concerns  me  is  the  paucity  of  new  charters  being 
granted  and  the  decline  in  the  number  of  small  credit  unions.  To  deal  with 
this  concern,  we  have  been  helping  small  credit  unions  and  encouraging 
new  charters. 

Lastly,  each  of  our  six  regions  has  established  a  program  to  assist  small 
credit  unions.  In  total,  during  1995  nearly  30,000  additional  hours  will  be 
devoted  to  assisting  small  credit  unions. 
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New  Charters 

I  am  pleased  to  report  the  agency  has  chartered  or  insured  nine  new  credit 
unions  since  my  arrival  last  November.  A  total  of  30  new  charters 
(Appendix  1)  have  been  approved  in  less  than  two  years.   Most  new 
charters  serve  predominantly  minority  and/or  low-income  communities. 
To  promote  new  charters,  we  streamlined  our  chartering  requirements, 
trained  staff,  and  updated  and  improved  resource  materials. 

It  is  true  that  chartering  credit  unions  is  becoming  an  increasingly  complex 
task.   It  takes  expertise,  sophistication,  and  commitment.   Yet,  it  can  be 
done  and,  I  believe,  by  working  with  the  credit  union  community,  we  will 
encourage  the  chartering  of  new  and  small  credit  unions.  The  creation  of  a 
new  Office  of  Community  Development  Credit  Unions,  referred  to  earlier, 
will  facilitate  this  development. 

Truth  in  Savings 

Through  the  Truth  In  Savings  Act,  Congress  sought  to  ensure  that 
Americans  can  make  meaningful  comparisons  of  the  rates  and  other  terms 
and  conditions  on  deposit  accounts. 

However,  the  Truth  In  Savings  Act  imposed  significant  operational  and 
paperwork  burdens  on  all  credit  unions,  particularly  small  credit  unions. 
The  requirement  that  all  institutions  compute  interest  (dividends  in  the  case 
of  credit  unions)  on  either  the  daily  balance  or  the  average  daily  balance  is 
especially  burdensome  for  the  many  small  credit  unions  that  still  use 
manual  bookkeeping,  hand  post  their  dividends,  are  operated  by  a  single 
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volunteer,  and  open  only  a  few  days  a  week.  The  recordkeeping  is  often 
done  in  these  credit  unions  by  part-time,  volunteer  bookkeepers. 

To  assist  these  credit  unions,  and  ensure  that  they  are  not  driven  out  of 
business  by  Truth  In  Savings  (an  obviously  perverse  result),  NCUA  has 
delayed  implementation  of  Truth  In  Savings  until  January  1,  1996,  for 
nonautomated  credit  unions  under  $2  million  in  assets.  The  effective  date 
for  all  other  credit  unions  is  January  1,  1995.  The  NCUA  Board,  when 
voting  to  institute  a  new  automated  examination  system,  also  authorized  the 
distribution  of  existing  surplus  agency  computers  to  these  small, 
nonautomated  credit  unions. 

In  addition,  we  are  working  with  credit  union  organizations  to  encourage 
them  to  make  software  and  training  Tvailable.  Thus,  these  credit  unions 
will  have  the  option  of  automating  their  recordkeeping  and  reducing  the 
significant  regulatory  burden  of  Truth  In  Savings,  while  becoming  able  to 
comply  with  it. 

SUPERVISORY  ISSUES 

NCUA  examines  every  federal  credit  union  (FCU)  on  site  armually.   In 
addition,  we  monitor  the  financial  condition  of  credit  unions  through  off- 
site  reviews  (5300  Call  Report)  of  their  semiannual  and  quarterly  financial 
data.   Credit  unions  with  assets  over  $50  million  report  on  a  quarterly 
basis  and  those  under  $50  million  report  twice  ~  at  midyear  and  year-end. 
NCUA  annually  reviews  and  updates  its  reporting  form  to  ensure  that  we 
are  collecting  all  pertinent  data. 
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NCUA  uses  the  CAMEL'  Rating  System  and  an  automated  core 
examination  system  to  evaluate  the  financial  and  operational  condition  of 
federal  credit  unions.  Most  of  the  state  supervisory  agencies  also  use  these 
systems.  These  evaluation  tools  are  regularly  reviewed  and  revised.   Early 
in  1995,  NCUA  will  implement  a  new  state-of-the-art  automated 
information  and  management  system  which  will  also  be  available  to  state 
examiners.   Called  the  Automated  Integrated  Regulatory  Examination 
System  ("AIRES"),  this  system  will  gather  information  more  efficiently 
and  permit  more  time  for  our  examiners  to  work  with  credit  union  officials 
to  improve  operations. 

Although  state  authorities  have  primary  responsibility  for  the  supervision 
of  federally  insured  state-chartered  credit  unions  (FISCUs),  NCUA  is  a 
cooperative  partner  in  this  work.   NCUA  and  state  regulators  operate 
under  an  agreement  known  as  the  Document  of  Cooperation.   Additionally, 
NCUA  regional  management  works  with  individual  states  on  specific 
agreements.  We  are  committed  to  the  dual  chartering  system. 

NCUA  performs  on-site  insurance  reviews  when  a  state-chartered  credit 
union  is  classified  as  a  problem  credit  union  or  as  adverse  trends  develop. 
We  also  do  random  insurance  reviews  of  the  larger  state-chartered  credit 
unions.   Finally,  we  go  onsite  when  a  state  credit  union  has  not  been 
examined  within  the  past  18  months. 

During  1990,  NCUA  spent  91,368  exam  and  supervision  hours  or  13.2 
percent  of  total  exam/supervision  program  hours  on  FISCUs.  Thus  far  in 


'The  CAMEL  Rating  System  used  by  NCUA  has  been  developed  based  on  the  financial  and  operational  aspects 
of  a  credit  union.  The  letters  stand  for  Capital  Adequacy,  Asset  Quality,  Management,  Earnings,  and  Liquidity 
Management. 
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1994,  128,096  hours  have  been  spent  on  exams  and  supervision  (18.9 
percent  of  our  exam  program)  of  FISCUs.  This  is  done  to  ensure  that  the 
risk  to  the  NCUSIF  is  no  greater  in  these  credit  unions  than  in  the  federal 
charters  over  which  NCUA  has  direct  oversight. 

Also  in  this  connection,  most  of  NCUA's  basic  safety  and  soundness 
regulations  apply  to  all  federally-insured  credit  unions.   Included  are 
restrictions  on  preferential  loans  to  officials,  receipt  of  commissioned  fee 
income  by  officials,  surety  bond  regulations,  member-business  loan 
regulations,  and  statutory  reserve  (capital)  requirements.   Further,  any 
federally  insured  state-chartered  credit  union  holding  investments  that  do 
not  conform  to  federal  rules  is  required  to  establish  a  special  reserve 
reflecting  any  decline  in  market  value  or  the  full  book  value,  if  market 
value  is  not  readily  available. 

Training 

Staff  training  is  an  integral  part  of  NCUA's  examination  and  supervision 
program.   New  examiners  participate  in  a  five-level  basic  training 
program.  Senior  examiners  attend  12  advanced  technical  training  seminars 
including  sessions  on  agricultural,  real  estate  and  commercial  lending, 
consumer  compliance,  asset-liability  management,  and  investments.  These 
technical  training  programs  are  open  to  state  examiners  and  25  to  30 
percent  of  all  participants  are  state  examiners.  State  participation  in  the 
NCUA  training  program  is  funded  by  the  National  Credit  Union  Share 
Insurance  Fund. 

Examiner  training  is  a  high  priority  for  this  agency.  After  I  became 

Chairman,  we  established  a  separate  training  department  to  sharpen  this 
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focus.  We  upgraded  both  consumer  compliance  and  investment  training 
and  plan  greater  technical  training  for  all  credit  union  examiners. 

The  National  Association  of  State  Boards  of  Accountancy  lists  NCUA's 
training  program  on  the  National  Registry  of  Continuing  Professional 
Education  Sponsors.  We  were  the  first  federal  financial  regulatory  agency 
to  receive  this  designation.  This  certification  enables  NCUA  to  award 
continuing  professional  education  credits  to  certified  public  accountants 
who  attend  our  training  courses. 

Credit  Union  Investments 

Natural  person  credit  union  investments  are  considerably  more 
conservative  than  those  of  any  other  financial  institution.   Section  107  of 
the  Federal  Credit  Union  Act  provides  federal  credit  unions  with  specific, 
limited  investment  powers.  For  these  institutions,  NCUA's  regulations 
prohibit  futures,  swaps,  options,  or  other  similar  derivatives.  There  are 
also  restrictions  on  the  mortgage-backed  securities  that  may  be  held  in 
FCUs'  portfolios.  An  FCU  may  only  purchase  or  hold  a  Collateralized 
Mortgage  Obligation  (CMO)  or  Real  Estate  Mortgage  Investment  Conduit 
(REMIC)  if  it  passes  three  tests  (High  Risk  Securities  Tests)  at  the  time  of 
purchase  and  on  subsequent  retesting  dates.  These  three  tests  are  an 
average  life  test,  an  average  life  sensitivity  test,  and  a  price  sensitivity  test. 

Moreover,  we  will  be  working  towards  establishing  special  limitations  on 
derivative  investments,  which  include  CMOs,  based  on  a  percentage  of 
capital,  disclosure  requirements,  and  a  provision  that  will  require  such 


63 


investments  to  be  made  only  pursuant  to  a  management  plan  specifically 
approved  by  the  board  of  directors. 

An  FCU  may  purchase  a  Stripped  Mortgage-Backed  Security  (SMBS)  or  a 
CMO/REMIC  that  does  not  pass  the  High  Risk  Securities  Tests  only  for 
the  purpose  of  reducing  interest  rate  risk.   A  monitoring  process  must  be 
performed  at  least  quarterly.   An  FCU  may  not  purchase  a  zero  coupon 
security  with  a  maturity  beyond  10  years.   In  addition,  an  FCU  may  not 
purchase  or  hold  a  mutual  fund  if  any  of  the  investments  or  investment 
transactions  authorized  in  the  prospectus  are  illegal  for  credit  unions. 
While  federally  insured  state-chartered  credit  unions  are  not  directly 
subject  to  these  limits,  many  states  follow  NCUA's  rules,  and  all  FISCUs 
must  establish  specific,  earmarked  reserves  for  any  nonconforming 
investments. 

Currently,  1,127  natural  person  credit  unions  hold  CMO  investments 
totaling  $7.2  billion.  This  compares  to  their  total  assets  of  $1 1 1 .2  billion 
and  a  capital  base  of  $9.8  billion.   While  these  investments  must  pass  the 
High  Risk  Securities  Tests,  they  can  still  experience  substantial  price 
declines  when  rates  increase.   A  credit  union  must  have  a  thorough 
knowledge  of  how  these  investments  will  react  to  changes  in  interest  rates 
and  have  a  strong  asset/liability  policy  if  they  begin  to  acquire  these 
instruments  as  a  significant  portion  of  their  investment  portfolio. 

Currently,  credit  union  investments  with  maturities  beyond  three  years,  on 
average,  account  for  only  6.6  percent  of  total  assets.   However,  this  is  only 
an  average.  Aimual  examinations  review  investment  portfolio  structures 
and  address  inherent  risks.  To  further  our  objective  of  ongoing  monitoring 
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and  control  of  investment  risk,  NCUA  will  soon  consider  requiring  the 
adoption  of  Statement  of  Financial  Accounting  Standards  1 15  (SFAS  1 15) 
for  all  federal  credit  unions.   Since  credit  unions  currently  are  required  to 
divest  CMOs  that  fail  the  High  Risk  Securities  Tests,  CMOs  will  have  to 
be  classified  as  available-for-sale  investments  and  accounted  for  at  fair 
value  through  equity.  This  will  make  credit  union  boards  of  directors 
more  sensitive  to  the  impact  interest  rate  volatility  has  on  their 
asset/liability  structure.   Furthermore,  NCUA's  regional  directors  have 
been  instructed  to  carefully  monitor  all  credit  unions  reporting  CMO 
investments. 

In  addition  to  an  annual  on-site  examination  of  all  federal  credit  unions, 
NCUA,  as  mentioned  earlier,  uses  an  off-site  monitoring  tool  called  the 
5300  report  which  can  identify  emerging  financial  trends.  Approximately 
8,000  federally  insured  credit  unions  are  reporting  that  the  market  value 
and  book  value  of  their  investment  portfolios  are  the  same.  There  are 
several  reasons  for  this.   First,  many  smaller  credit  unions  restrict  their 
investments  to  corporate  credit  unions,  bank  and  thrift  deposits.  For  these 
credit  unions,  the  book  and  market  values  of  their  investment  portfolios 
would  be  the  same. 

Second,  many  of  the  larger  credit  unions  receive  CPA  opinion  audits.   For 
CPA's  to  render  an  unqualified  opinion,  the  credit  union  must  account  for 
their  investments  in  accordance  with  SFAS  115.  Investments  classified  as 
either  trading  or  available  for  sale  would  already  be  adjusted  to  fair  market 
value  on  their  balance  sheets.  Finally,  a  recent  review  we  conducted 
concluded  that  the  call  report  instructions  provided  to  credit  unions  for 
reporting  the  market  value  of  their  investment  portfolio  may  be  confiising. 
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This  may  have  resulted  in  some  credit  unions  reporting  their  investment 
portfolio  book  value  as  market  value.  The  new  call  report  instructions  will 
dispel  any  confusion. 

The  regional  directors  are  being  instructed  to  have  examiners  carefully 
review  all  future  call  reports  to  ensure  that  the  market  value  of  investments 
and  recorded  book  value  are  being  accurately  reported.   Examiners  will 
also  visit  all  credit  unions  where  CMO  investments  exceed  capital  and 
report  any  unacceptable  risk. 

During  all  examinations  conducted  in  the  fourth  quarter  of  this  year,  which 
begins  next  Monday,  all  examiners  will  check  the  accuracy  of  past  5300 
data  relating  to  the  reporting  of  market  value  on  investments  and  report  the 
impact  of  any  errors  found. 

Finally,  if  any  of  the  findings  reflect  flaws  in  our  supervision  process  or  if 
any  unsafe  or  unsound  practices  are  apparent,  I  will  not  hesitate  to  ask  the 
Board  to  change  our  supervision  policies  and  develop  additional  regulations 
where  needed.   A  letter  to  all  credit  unions  will  be  released  shortly  to 
remind  credit  union  officials  of  the  risks  associated  with  holding  long-term 
investments,  especially  when  rates  are  rising. 

Risk  Management 

NCUA's  primary  line  of  defense  is  the  annual  on-site  examination.  In 
addition,  we  now  require  credit  unions  over  $50  million  to  provide  call 
report  data  quarterly,  rather  than  semi-annually.  This  data  is  used  to 
bolster  off-site  evaluation  and  analysis.   We  compile  periodic  and  detailed 
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analyses  of  specific  categories  of  credit  unions.  These  include  quarterly 
reports  on  1)  risk  evaluations  for  credit  unions  over  $50  million,  2)  credit 
unions  with  other  real  estate  owned  (OREO),  3)  credit  unions  with  high 
risk  investments,  4)  credit  unions  with  CMO/REMIC  investments,  and  5) 
trend  reports  for  credit  unions  with  high  levels  of  long-term,  fixed-rate 
loans.   On  a  semiannual  basis,  we  produce  risk  reports  for  credit  unions 
over  $20  million.   On  an  annual  basis  we  analyze  Department  of  Defense 
affiliated  credit  unions  because  of  base  cutbacks  or  closures. 

We  use  these  off-site  monitoring  and  risk  evaluation  tools  flexibly  and 
update  them  as  needed.  We  carefully  review  credit  union  failures  that 
result  in  significant  losses  and  use  this  postmortem  analysis  to  identify 
areas  needing  attention. 

Real  Estate  Lending 

In  June  1991,  we  issued  real  estate  lending  guidelines.  These  guidelines 
cover  written  lending  policies,  secondary  market  underwriting  standards, 
and  asset/liability  management. 

In  April  1994,  we  issued  new  guidelines  to  encourage  credit  unions  to 
balance  the  risks  associated  with  underwriting  real  estate  loans  that  do  not 
meet  secondary  market  standards  while  meeting  the  needs  of  members  with 
limited  means,  without  compromising  the  safety  and  soundness  of  the 
credit  union. 

Writing  to  secondary  market  standards  is,  generally,  a  good  business 
practice.   However,  NCUA  also  believes  that  a  certain  proportion  of  a 
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credit  union's  loan  portfolio  can  be  nonconforming  without  calling  that 
credit  union's  lending  into  question.  If  a  credit  union  has  prudent  loan 
policies,  strong  capital,  and  a  reasonable  level  of  delinquency,  a  portion  of 
the  credit  union's  lending  could  be  directed  to  members  who  may  be  a 
higher  risk  than  the  traditional  secondary  market  standards  allow.   NCUA 
is  not  endorsing  bad  loans  but  rather  the  evaluation  of  effective  risk 
management  while  meeting  their  members'  needs.  The  need  for  this 
change  in  policy  is  driven  home  by  the  disparate  treatment  caused  by 
secondary  market  standards.   If  we  truly  intend  to  encourage  access  to 
home  ownership  to  minorities  and  lower- income  people,  we  must  be 
willing  to  either  force  a  change  in  secondary  market  standards  or 
encourage  institutions  to  hold  nonconforming  loans. 

NCUA  is  very  mindful  of  the  risk  associated  with  high  levels  of  fixed-rate, 
long-term  assets.  Our  annual  examination  program  emphasizes  the  need  to 
review  asset/liability  management,  liquidity  and  cash  flow  needs,  and  the 
sensitivity  of  the  credit  union's  balance  sheet  to  interest  rate  risk.   Credit 
unions  that  hold  fixed-rate  mortgages  must  have  a  well  thought-out 
asset/liability  plan. 

In  December  1991,  credit  unions  had  $22.4  billion  in  fixed-rate  real  estate 
loans  or  9.9  percent  of  total  assets.  In  June  1994,  credit  unions  held  $29.1 
billion  in  all  fixed  rate  real  estate  loans  or  10.1  percent  of  total  assets  ~  an 
increase  of  only  0.2  percent  in  two  and  a  half  years.  Since  the  begiiming 
of  1992,  credit  unions  have  sold  $18.6  billion  in  real  estate  loans  on  the 
secondary  market.  With  an  industry  average  capital  ratio  of  9.8  percent 
and  a  return  on  asset  ratio  of  1 .2  percent,  credit  unions  have  achieved  a 
sound  level  of  risk  management.   However,  we  are  very  mindful  that  this 
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is  the  average  credit  union,  and  NCUA  will  analyze  and  perform  risk 
assessments  of  all  credit  unions  to  identify  credit  unions  outside  of  these 
risk  parameters. 

CORPORATE  CREDIT  UNIONS 

Soon  after  I  became  Chairman,  we  confronted  a  number  of  problems 
associated  with  corporate  credit  unions.  The  corporate  system  was 
expanding  in  a  haphazard  manner,  the  result  of  powers  obtained  by 
waivers  granted  without  an  eye  toward  how  the  system  was  evolving.  We 
had  just  begun  to  consider  this  problem  when  the  collapse  of  Banco 
Espafiol  de  Credit©  (Banesto)  confirmed  our  belief  that  a  comprehensive 
plan  for  the  future  development  of  the  corporate  system  must  be 
developed. 

When  Banesto  failed,  NCUA  immediately  called  in  U.S.  Central  Corporate 
Credit  Union  officials.  At  our  request,  U.S.  Central  and  the  corporates 
agreed  to  immediately  suspend  any  ftirther  foreign  investments. 

Following  that  meeting,  the  Board  ordered  a  thorough  180-day  study  of  the 
entire  corporate  system  and  its  oversight  by  NCUA.   Five  distinguished 
professionals  with  extensive  regulatory  and  academic  backgrounds  made 
up  the  corporate  study  committee.  Their  recommendations  corroborated 
many  of  the  findings  of  the  1991  GAO  study  mandated  by  Congress.  The 
corporate  study  is  now  complete  and  I  would  like  to  submit  it  for  the 
record.  The  NCUA  Board  intends  to  consider  regulations  in  the  near 
future  that  will  address  many  of  the  capital,  investment,  and  other  issues 
cited  in  the  corporate  study  and  the  GAO  report. 
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As  previously  discussed  about  natural  person  credit  unions  —  we  will  be 
working  towards  establishing  special  limitations  on  derivative  investments, 
which  include  CMOs,  based  on  a  percentage  of  capital,  disclosure 
requirements,  and  a  provision  that  will  require  such  investments  to  be 
made  only  pursuant  to  a  management  plan  specifically  approved  by  the 
board  of  directors. 

We  are  currently  surveying  all  corporate  credit  unions  to  ensure  that  they 
are  properly  limiting  their  CMO  investments  to  those  that  pass  the  required 
stress  tests.  The  data  will  be  gathered  and  analyzed  and  any  appropriate 
supervisory  and  regulatory  action  will  be  initiated  promptly  by  NCUA. 

Credit  union  trade  associations  created  the  present  44  corporates  to  serve 
the  financial  needs  of  member  credit  unions.   U.S.  Central  Corporate 
Credit  Union,  one  of  the  44  corporates,  was  created  by  the  Credit  Union 
National  Association  to  serve  the  other  corporates.  Almost  half  of  today's 
corporate  credit  unions  are  closely  tied  to  their  state  credit  union  leagues  or 
trade  associations,  either  through  interlocking  boards,  management 
arrangements,  or  both. 

The  present  corporate  system  has  served  credit  unions  very  well,  but  the 
current  structure  creates  conflicts  of  interest.  To  address  conflicts  of 
interest,  the  NCUA  Board  two  weeks  ago  issued  for  public  comment  a 
proposed  rule  that  will,  if  adopted,  require  that  at  least  a  majority  of  a 
corporate  credit  union's  directors,  including  the  chair,  be  individuals  who 
represent  member  credit  unions  and  do  not  serve  as  officers,  directors,  or 
employees  of  credit  union-related  associations. 
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Although  there  is  very  strong  opposition  to  these  proposed  changes  by  a 
vocal  minority  in  a  number  of  credit  union  leagues,  there  is  considerable 
evidence  that  a  significant  majority  of  credit  union  leaders  support  our 
goals. 

As  corporates  have  grown,  the  NCUA  Board  has  moved  to  protect  the 
system.   In  1992,  the  Board  transferred  the  supervision  of  corporates  from 
the  agency's  regional  offices  to  our  central  office.   Examiners  remain  in 
the  field  and  overall  efficiency  and  coordination  have  improved.   Recently, 
at  my  request,  the  NCUA  Board  established  a  separate  Office  of  Corporate 
Credit  Unions  that  has  sole  responsibility  for  the  corporate  examination 
and  supervision  program.  This  office  reports  directly  to  the  NCUA  Board. 
We  are  working  to  significantly  upgrade  the  expertise  and  effectiveness  of 
our  corporate  examiners. 

REGULATORY  ISSUES 

Regulation  is  an  essential  tool  for  maintaining  a  safe  and  sound  financial 
system.   Properly  used,  regulations  serve  as  "preventive  medicine,"  they 
help  establish  sound  operations  and  ensure  basic  fairness.   Every  effort 
must  be  made,  however,  to  regulate  with  a  minimum  of  restrictions  and 
bureaucratic  paperwork.  Because  credit  unions  are  democratically 
controlled  cooperatives,  the  members  can  generally  be  relied  upon  to  look 
after  their  own  interests.  Because  they  are  governed  by  a  volunteer  board 
of  directors,  it  is  particularly  important  that  we  avoid  regulatory  burden. 
NCUA's  continuing  goal  is  a  regulatory  program  that  protects  safety  and 
soundness  and  fairness  to  members,  while  avoiding  uimecessary  burdens. 
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With  that  background,  let  me  briefly  discuss  two  recent  and  important 
regulatory  developments. 

Field  of  Membership 

NCUA's  field  of  membership  policies  are  shaped  by  our  objectives  of 
fostering  sound  credit  union  development  and  making  quality  credit  union 
service  available  to  those  who  wish  to  have  it.  The  NCUA  Board  is 
particularly  gratified  by  the  recent  decision  in  the  U.S.  District  Court  for 
the  District  of  Columbia,  in  a  lawsuit  brought  against  us  by  the  American 
Bankers  Association.  The  decision  recognizes  the  legality  of  NCUA's 
field  of  membership  policies. 

Common  bond,  while  important,  is  not  in  my  view,  the  defining 
characteristic  of  a  credit  union.   Rather,  as  noted  by  District  Court  Judge 
John  H.  Pratt,  "The  salient  feature  of  credit  unions  is  their  democratic 
control  and  management"  and  the  purpose  of  common  bond  is  "to  support 
the  underlying  policy  of  promoting  stable  credit  unions."   We  are  pleased 
that  the  court's  decision  recognizes  the  Congressional  purpose  in  creating  a 
nonprofit,  member-owned,  democratically  controlled  and  cooperative 
federal  financial  system.  A  system  charged  with  improving  access  to 
credit  for  people  of  small  means  and  fostering  the  national  creation  and 
growth  of  credit  unions. 

As  common  bond  continues  to  evolve  and  undergo  scrutiny,  NCUA  will 
keep  these  purposes  in  focus.    It  was  to  that  end  that  the  Board  recently 
updated  its  Chartering  and  Field  of  Membership  Policies  and  issued  a 
comprehensive  revised  policy  statement  ~  Interpretative  Ruling  and  Policy 
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Statement  94-1  to  expand  fields  of  membership.  Of  particular  importance 
are  those  aspects  of  the  policy,  previously  mentioned,  that  encourage  credit 
union  service  in  low  income  and  underserved  neighborhoods  and 
communities. 

Other  important  aspects  of  the  Policy  Statement  allow  enhanced  survival 
opportunities  for  credit  unions  experiencing  distressed  fields  of 
membership,  caused  by  plant  and  military  base  closings  —  credit  unions 
whose  members  are  losing  credit  union  service.   It  also  streamlined 
expansion  procedures  for  healthy  credit  unions  seeking  to  serve  small 
groups  without  credit  union  service  that  are  too  small  to  start  their  own 
credit  unions. 

Charter  Conversions 

We  have  witnessed  a  disturbing  trend  in  recent  months.  Credit  unions  are 
being  solicited  to  convert  to  savings  banks  or  to  some  other  type  of  charter. 
This  trend  is  disturbing  because  it  appears  to  be  driven  in  part  by  the 
financial  interests  of  lawyers  and  other  outsiders.  These  individuals  have 
generated  substantial  fees  from  converting  mutual  savings  associations  to 
stock  form.   Experience  has  shown  that  those  transactions  have  often 
provided  great  financial  gain  to  the  lawyers  and  certain  insiders  at  the 
expense  of  the  mutuals'  owners/customers. 

As  the  supply  of  mutual  institutions  has  depleted,  and  our  fellow  regulators 
have  clamped  down  on  these  transactions,  some  of  the  conversion  experts 
are  turning  their  attention  to  credit  unions.   Solicitations  to  credit  unions 
have  in  fact  emphasized  the  ability  of  board  members  and  other  insiders  to 
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obtain  lucrative  financial  benefits  including  high  salaries,  retirement  plans 
and  stock  options. 

NCUA  will  not  allow  conversions  of  credit  unions  to  take  place  against  the 
wishes  or  interests  of  credit  union  members  and  without  their  informed 
consent.   Financial  benefits  to  lawyers  and  insiders  should  not  be  a 
motivating  factor  and  this  is  being  looked  at  by  our  Board. 

To  prevent  abuses,  the  NCUA  Board  recently  issued  an  interim  final  rule 
establishing  its  regulatory  jurisdiction  and  requiring  NCUA  Board  approval 
of  any  conversion  by  a  federally-insured  credit  union.  We  have  also  asked 
for  comment  on  the  level  of  membership  approval  that  should  be  required 
if  conversions  are  allowed  to  take  place,  and  what  specific  rules  should  be 
established  to  prevent  insider  abuse. 

Conversions  will  be  allowed  to  take  place  only  if  a  credit  unions' 
members,  being  fully  informed,  decide  it  is  in  their  interest,  and  if  the 
members  are  the  financial  beneficiaries.  We  plan  to  issue  additional 
regulations  in  the  next  few  months  after  carefully  evaluating  the  public 
comments  we  receive. 

STATUTORY  ISSUES 

Included  in  the  Riegle  Community  Development  and  Regulatory 
Improvement  Act  of  1994  (H.R.  3474)  is  a  $10  million  authorization  for 
fiscal  year  1995  through  fiscal  year  1998,  for  the  Community  Development 
Revolving  Loan  Fund  for  Credit  Unions.    Although  no  additional 
appropriations  were  provided  by  Congress  for  fiscal  year  1995,  should 
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additional  money  be  provided  in  the  future,  we  are  confident  that  we  can 
use  it  prudently  and  wisely.   We  look  forward  to  working  with  the 
Community  Development  Financial  Institutions  Fund  while  fulfilling  our 
safety  and  soundness  obligations  under  the  Federal  Credit  Union  Act. 

Among  the  regulatory  relief  provisions  in  the  legislation  are  requirements 
that  NCUA  establish  an  independent  appeals  process,  appoint  an 
ombudsman,  and  implement  a  pilot  program  for  alternative  dispute 
resolution. 

Section  130(d)  of  H.R.  3474  allows  interest  accrued  by  the  Revolving  Loan 
Fund  to  be  used  for  technical  assistance.   NCUA  will  request  that  this 
language  be  included  in  any  appropriations  bill  funding  this  program. 

Mr.  Chairman,  you  introduced  legislation  this  Congress  to  consolidate  the 
bank  regulatory  agencies.  We  strongly  support  and  applaud  your  decision 
and  that  of  the  Administration  to  leave  NCUA  out  of  the  proposed  Federal 
Banking  Commission.  We  believe  the  expertise  and  focus  this  agency  has 
developed  in  regulating  and  working  with  credit  unions  would  be  lost  in  a 
superagency.   We  believe  the  purpose,  integrity  and  uniqueness  of  the 
credit  union  philosophy  would  be  destroyed.  Credit  union  assets  represent 
only  five  percent  of  total  financial  institutions'  assets  and  credit  unions 
would  be  largely  ignored  in  favor  of  other  financial  institutions.  The  entire 
credit  union  system  is  dwarfed  by  the  assets  of  just  two  of  the  nation's 
largest  banks. 

Even  though  there  is  no  pending  legislation  at  present,  I  do  want  to  go  on 
record  as  opposing  taxation  of  credit  unions.   If  credit  unions  were  taxed, 
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they  would  have  less  incentive  to  build  reserves,  their  only  source  of 
capital,  and  would  take  risks  for  profitability  instead  of  looking  only  to 
benefit  members.   For  this  reason,  taxation  would  destroy  the  credit  union 
movement  as  we  know  it  today. 

Mr.  Chairman,  NCUA  is  putting  together  a  legislative  package  for  the 
104th  Congress  and  we  look  forward  to  working  with  this  committee  and 
its  staff  during  the  upcoming  Congress.   Included  in  our  package  will  be 
many  of  the  amendments  recommended  in  1991  by  GAO  and  passed  by  the 
Senate  as  part  of  FDICIA. 


CONDITION  OF  FEDERALLY  INSURED  CREDIT  UNIONS  AND 
THE  NATIONAL  CREDIT  UNION  SHARE  INSURANCE  FUND 


As  of  June  30,  1994,  there  were  12,138  federally  insured  credit  unions  -- 
7,573  federal  credit  unions  and  4,565  state-chartered  credit  unions  with 
$289.7  billion  in  assets.  There  are  an  additional  626  state-chartered  credit 
unions  with  approximately  $8.4  billion  in  assets  not  federally  insured.   Of 
these,  230  with  $2.3  billion  in  assets  are  in  Puerto  Rico. 

Mr.  Chairman,  the  financial  performance  of  federally  insured  credit  unions 
during  the  first  half  of  1994  was  very  good.  From  January  to  June,  capital 
grew  5.8  percent  to  $28.5  billion.  The  capital-to-asset  ratio  reached  9.8 
percent,  the  highest  level  ever  and  the  ninth  consecutive  year  of  gain.  The 
ratio  of  delinquent  loans  declined  to  0.9  percent  during  the  first  six  months 
of  1994,  continuing  a  downward  trend  which  began  in  1987. 
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After  relatively  high  insurance  losses  in  1991  ($163  million)  and  1992 
($112  million),  losses  in  1993  were  only  $60  million^  representing  25  cents 
for  every  thousand  dollars  of  insured  shares.  Losses  this  year  were  $26 
million  on  June  30  and  we  expect  to  close  the  year  with  a  loss  of  only  10 
cents  per  thousand  dollars  of  insured  shares. 

Since  1988,  the  number  of  troubled  credit  unions  (CAMEL  codes  4  and  5) 
has  dropped  by  two-thirds  and  the  assets  in  these  credit  unions  compared  to 
total  assets  dropped  80  percent.   Compared  to  1 ,022  troubled  credit  unions 
in  1988,  we  had  318  troubled  credit  unions  on  June  30  of  this  year.   Shares 
in  troubled  credit  unions  were  6.3  percent  of  total  shares  in  1988  compared 
to  1.04  percent  today. 

Involuntary  liquidations  and  assisted  mergers  of  federally  insured  credit 
unions  declined  to  71  in  1993,  a  20-year  low,  and  are  on  target  for  another 
record  low  this  year.  There  were  164  liquidations  and  assisted  mergers  in 
1990,  130  in  1991,  and  114  in  1992.  There  have  been  26  liquidations  and 
5  assisted  mergers  thus  far  in  1994. 

The  health  of  the  National  Credit  Union  Share  Insurance  Fund  (NCUSIF) 
reflects  the  strong  performance  of  federally  insured  credit  unions.  The 
current  equity  ratio  is  1.27  percent  or  $1.27  for  every  $100  in  insured 
shares.  The  fund  has  maintained  a  1.25  to  1.30  percent  equity  level  since 
it  was  recapitalized  with  credit  union  money  in  1985. 


^NCUA's  fiscal  year  is  October  1  through  September  30.   In  1995,  we  will  switch  to  a  fiscal  year  that  runs  from 
January  I  to  December  3 1 . 
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In  24  years  of  operation,  NCUSIF  has  never  experienced  a  losing  year. 
The  stability  of  the  insurance  fund  was  not  affected  by  the  number  of 
conversions  after  the  collapse  of  the  Rhode  Island  Share  &  Deposit 
Indemnity  Corporation  in  January  1991.  Since  then,  857  state-charted 
credit  unions  with  $16.3  billion  in  assets  received  federal  share  insurance. 
States  where  a  complete  conversion  to  federal  share  insurance  took  place 
are  Massachusetts,  Rhode  Island,  West  Virginia,  Florida,  Georgia, 
Missouri,  Iowa,  Kansas  and  Texas. 

NCUA  HEADQUARTERS  BUILDING 

After  becoming  Chairman  in  November  1993,  and  already  aware  of  the 
building  controversy,  I  ordered  a  detailed  review  of  the  building  as  a  part 
of  a  more  general  study  of  ways  to  streamline  NCUA's  operation.  The 
study  identified  areas  of  redundancy  and  waste.  A  significant  finding  was 
the  duplication  of  the  building  management  function.  The  NCUA 
Department  of  Facilities  Management,  which  was  performing  the  same 
duties  as  our  management  company,  was  eliminated  at  a  annual  savings  of 
over  $150,000.   In  addition,  the  study  identified  areas  in  which  operating 
expenses  could  be  reduced  and  changes  were  made  that  will  save  NCUA 
over  $30,000  on  an  annual  basis.  NCUA's  Office  of  Inspector  General 
(IG)  subsequently  issued  an  audit  report  of  the  building,  including  a  review 
of  the  expenditure  of  funds  under  original  purchase  and  construction 
contracts  and  NCUA's  oversight  of  construction. 

Many  people  are  quite  properly  concerned  about  the  way  the  building 
process  was  handled  ~  the  amount  of  money  that  was  spent,  and  how  it 
was  spent.  The  current  Board  wants  to  ensure  that  the  building  meets  our 
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current  and  future  needs,  while  providing  the  best  value  to  the  agency 
through  the  most  efficient  utilization  of  space  possible.   Staff  has  been 
instructed  to  review  all  operational  aspects  of  the  building  to  identify  areas 
which  can  be  improved,  to  cut  costs,  and  to  provide  for  a  more  efficient 
operation. 

The  IG's  audit  report  was  presented  on  March  29  and  included  15  detailed 
recommendations.   It  was  delivered  to  your  committee  shortly  thereafter. 
Attached  as  Appendix  2  is  a  list  of  the  IG's  recommendations  and  our 
action  on  each.   You  should  note  that  action  on  most  of  these 
recommendations  had  already  been  taken,  or  were  underway,  by  the  time 
the  audit  report  was  issued. 

STREAMLINING  THE  AGENCY 

Since  assuming  the  chairmanship,  I  have  thoroughly  reviewed  our  central 
and  regional  offices  to  make  sure  that  we  have  sufficient  resources  to  meet 
the  demands  on  our  services.  But  in  compliance  with  President  Clinton 
and  Vice  President  Gore's  directive,  I  also  wanted  to  make  sure  we  are 
using  our  credit  union  provided  resources  as  efficiently  and  effectively  as 
possible.  As  a  result  of  those  efforts,  we  have  reduced  staff  and  realigned 
our  divisions.  In  doing  so,  we  have  significantly  reduced  our  annual 
expenditures  without  compromising  safety  and  soundness. 

As  part  of  the  process,  we  created  separate  offices  for  training,  community 
development  credit  unions,  and  corporate  credit  unions  to  better  allocate 
resources  and  increase  efficiencies  and  expertise.  Through  our 
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realignment,  we  have  also  increased  the  number  of  women  and  minority 
staff  members  in  supervisory  positions.  This  will  be  an  ongoing  effort. 

CONCLUSION 

Mr.  Chairman,  I  believe  that  the  time  to  plan  and  look  ahead  to  avoid 
potential  problems  is  now  when  the  credit  union  system  is  healthy  and 
strong.  A  number  of  areas  I  have  discussed,  including  credit  union 
investments,  corporate  credit  unions,  real  estate  lending,  and  the  paucity  of 
small  credit  unions,  could  present  future  difficulties.  On  all  these 
concerns,  the  NCUA  Board  is  working  to  ensure  that  credit  unions 
continue  their  enviable  record  of  safety  and  soundness. 

Lastly,  we  continue  to  work  with  credit  unions  to  increase  member 
lending.   I  am  pleased  to  report  that  loan-to-share  ratios  are  increasing. 

In  a  recent  Letter  to  Credit  Unions  (Appendix  3),  we  emphasized  and  we 
will  continue  to  stress  that  the  very  best  investment  a  credit  union  can 
make  is  a  loan  to  a  member.  Lending  is  never  risk  free.  Credit  unions 
must  assume  reasonable  risks  and  make  character  loans  while  seeking  to 
build  and  maintain  strong  earnings  and  capital. 

Mr.  Chairman,  this  concludes  my  statement.  If  there  is  other  information 
you  would  like  or  if  you  desire  more  detail  on  my  testimony,  I  would  be 
pleased  to  answer  any  questions  and  to  supply  complete  information  for  the 
record. 
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APPENDIX  1 

NEWLY  CHARTERED  CREDIT  UNIONS 

CPFDIT  UNION 

DAIE 

MINORITY 

LOW- 

NAME 

LOCATION 

OPENED 

MEMBERSHIP 

INCOME 

First  Toledo  Students 

Toledo,  OH 

08/19/94 

No 

Yes 

San  Juan  Community 

San  Juan,  TX 

08/10/94 

Yes 

Yes 

Punjab  and  Sindh 

Rich.  Hills,  NY 

07/01/94 

Yes 

Yes 

Canyon  Tjikes 

Lubbock,  TX 

05/24/94 

Yes 

Yes 

Episcopal  Comm. 

Los  Angeles,  CA 

05/06/94 

Yes 

No 

BHA  Residents  Comm. 

Development 

Binghamton,  NY 

05/05/94 

Yes 

Yes 

Nevada  Cooperative 

WeUs,  NV 

01/06/94 

No 

No 

Gateway  Community 

Development 

Henderson,  NC 

12/21/93 

Yes 

Yes 

United  Fellowship 

Gadsen,  AL 

12/14/93 

Yes 

No 

Allied  Pilots  Assoc. 

NapervilJe,  IL 

11/16/93 

No 

No 

American  Freightways 

Harrison,  AR 

11/08/93 

No 

No 

Alianza 

Washington,  DC 

11/05/93 

Yes 

Yes 

East  End  Food  Coop 

Pittsburgh,  PA 

09/21/93 

No 

No 

South  Metro 

Prior  Lake,  MN 

08/26/93 

Yes 

No 

Southwest  Counties 

Schools  Emp. 

Neosho,  MO 

06/07/93 

No 

No 

United  Alliance 

Tacoma,  WA 

06/04/93 

Yes 

No 

Camden  Community 

Camden,  NJ 

05/19/93 

Yes 

Yes 

Shiloh  of  Alexandria 

Alexandria,  VA 

05/07/93 

Yes 

Yes 

Holy  Redeemer 

Community 

Milwaukee,  WI 

04/28/93 

Yes 

No 

Healthmaster 

Augusta,  GA 

04/25/93 

No 

No 

Brentwood  Baptist 

Church 

Houston,  TX 

03/31/93 

Yes 

No 

Mountain  High 

Community 

Spanish  Fork,  UT 

03/26/93 

No 

No 

Denver  Community 

Development 

Denver,  CO 

03/12/93 

Yes 

Yes 

KO-AM 

Oakland,  CA 

03/04/93 

Yes 

No 

Central  Brooklyn 

Brooklyn,  NY 

01/27/93 

Yes 

Yes 

West  Indian 

Hartford,  CT 

11/25/92 

Yes 

No 

South  Central 

People's 

Los  Angeles,  CA 

11/02/92 

Yes 

Yes 

Citizens  Community 

Development 

Omaha,  NE 

10/13/92 

Yes 

Yes 
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RECOMMENDATION  OA-A9401-01:    The  General  Counsel  should 
confirm  whether  NCUA  was  legally  obligated  to  pay  for  all  budgeted 
costs,  including  all  historical  costs  and  organizational  costs  incurred  during 
the  construction  period.    If  there  is  an  opportunity  to  apply  contractually 
allowed  cost  reductions  and  disallow  questionable  costs,  then  the  Office  of 
General  Counsel  should  be  asked  to  determine  if  NCUA  is  allowed  to  audit 
CARR  and  Associates  accounting  records  to  validate  the  reporting  costs. 
If  questionable  costs  are  recoverable  and  NCUA  can  audit  their  records, 
NCUA  should  pursue  all  available  legal  measures  to  recover  those  costs. 

CURRENT  STATUS:  NCUA  has  hired  the  law  firm  of  Wickwire  & 
Gavin  who  have  considerable  expertise  in  the  area  of  government 
contracting,  as  well  as  construction  and  real  estate  development  to  assist  in 
this  review.   Our  Office  of  Administration  (OA)  is  also  reviewing  internal 
documents  to  identify  potential  areas  for  recovery.  OA  has  challenged  the 
builder  and  the  developer  on  building  and  construction  issues.  As  a  result 
of  our  ongoing  review  and  that  of  CARR  Development,  a  refund  including 
interest  totaling  $292,739.43  was  given  to  NCUA  in  June.   Our  review  is 
ongoing  and  will  continue  until  we  are  satisfied  that  all  costs  paid  by 
NCUA  were  reasonable  and  appropriate. 

RECOMMENDATION  OA-A9401-02:  NCUA  should  analyze  the 
market  and  consider  selling  the  additional  parking  lot  capacity  at  an 
opportune  time.  NCUA  should  attempt  to  remove  itself  from  the  parking 
operations  agreement  reached  by  King  Street  Station  owners  and  restrict  its 
parking  lot  operation  to  that  lot  directly  underneath  the  NCUA  building. 
NCUA  owns  the  lot  directly  under  the  NCUA  building  and  should  not  have 
to  pay  anyone  to  use  it. 

CURRENT  STATUS:  NCUA  owns  388  of  the  1,186  parking  spaces  in 
the  parking  garage.  This  represents  an  ownership  interest  of  32.72 
percent.   NCUA  shares  proportionally  in  the  income  of  the  garage  based 
on  this  percentage.  The  ownership  of  the  garage  is  shared  by  four  other 
property  owners  in  the  development.  The  operations  of  the  garage  are 
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based  on  an  operating  agreement  which  was  developed  to  facilitate  the 
operation  of  the  garage  based  on  a  declaration  of  covenants  which  runs 
with  the  land.   On  a  monthly  basis,  NCUA  utilizes  185  parking  spaces, 
and  is  required  under  of  master  lease  of  the  retail  space  to  provide  40 
additional  spaces  for  retail  tenant  parking.  The  remainder  of  the  parking, 
although  not  utilized  by  NCUA,  is  being  used  by  individuals  needing 
monthly  and  daily  parking.  The  sale  of  the  additional  parking  would  have 
a  serious  negative  impact  on  the  value  of  the  building.  Based  on  non- 
surface  parking  in  the  Washington  suburban  area,  the  number  of  spaces 
owned  is  both  reasonable  and  will  be  needed  if  NCUA  was  ever  to  sell  the 
building. 

RECOMMENDATION  OA-9401-03:    NCUA  should  obtain  competitive 
bids  annually  to  determine  the  best  price  for  the  required  insurance 
coverage.    The  present  insurance  policy  should  not  be  retained  without 
obtaining  proper  competitive  bids,  pursuant  to  NCUA  policy. 

CURRENT  STATUS:   NCUA  has  reviewed  its  insurance  needs  and 
solicited  bids  based  on  those  needs.   Due  to  the  economies  of  scale,  the 
blanket  policies  offered  by  CARR  are  well  below  a  comparable  individual 
policy.   In  fact,  by  purchasing  the  insurance  from  Travelers  under  the 
CARR  blanket  policies,  NCUA  benefits  by  having  increased  liability 
coverage  of  $100  million  at  no  additional  cost  to  the  agency.   In  addition, 
the  broader  coverages  under  the  property  policy  provide  NCUA  with 
flood,  earthquake,  and  an  extended  period  of  indemnity  in  case  of  a  loss  of 
the  building  due  to  a  covered  peril.   Under  this  insurance,  NCUA  has  the 
equivalent  of  a  stand  alone  policy  yet  benefits  from  the  broader  coverage's 
and  higher  liability  limits  of  the  CARR  policies.  The  policy  is  for 
replacement  cost,  with  a  $5,000  deductible,  no  coinsurance,  provides 
additional  coverage,  and  at  a  cost  savings  of  32  percent.  (CARR  $24,227  - 
Zurich  $35,549) 

RECOMMENDATION  OA-A9401-04:  NCUA  should  develop  and 
implement  written  procedures  for  verification  of  parking  lot  receipts  to 
ensure  that  payments  are  received  on  time. 

CURRENT  STATUS:  NCUA  has  audited  CarrPark  and  has  jointly 
entered  into  an  agreement  with  the  other  garage  owners  to  hire  an  outside 
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auditor  annually  to  audit  the  books  and  records  of  the  garage  operator.  In 
addition,  NCUA  has  reached  an  agreement  with  CarrPark  to  wire  monthly 
proceeds  on  the  15th  of  each  month  to  the  agency  operating  account.  This 
procedure  has  been  in  place  since  May  and  has  eliminated  the  problem  of 
timely  receipt  of  payments. 

RECOMMENDATION  OA-A9401-05:  NCUA  needs  to  look  into  the 
feasibility  of  adjusting  its  payment  of  fees  to  perhaps  the  middle  of  the 
month,  and  ask  CarrPark  for  an  earlier  accounting  of  incomes  in  an  effort 
to  reduce  the  negative  cash  flow. 

CURRENT  STATUS:  Based  on  the  existing  garage  management 
agreement,  NCUA  must  pay  for  parking  passes  on  the  1st  of  every  month. 
NCUA  is  working  with  the  other  garage  owners  in  an  effort  to  eliminate 
monthly  payment  by  NCUA  by  receiving  a  net  payment  on  the  15th  of  the 
following  month. 

RECOMMENDATION  OA-A9401-06:  NCUA  should  immediately 
obtain  the  missing  payments  and  attempt  to  set  up  wire-transfer  procedures 
so  NCUA  can  receive  its  funds  on  the  first  of  each  month.  Written 
procedures  are  needed  to  ensure  payments  are  reviewed  for  accuracy  and 
timeliness. 

CURRENT  STATUS:  The  missing  payments  have  been  received  and,  as 
previously  discussed,  wire  transfer  procedures  have  been  implemented. 

RECOMMENDATION  OA-A9401-07:    NCUA  should  attempt  to  cancel 
or  re-negotiate  the  Property  Management  Agreement.    A  new  agreement 
should  be  competed  if  possible  and  a  monthly  rate  paid  for  management  of 
the  property  that  includes  the  managing  agent's  profit  with  unlimited 
expenses.    The  agreement  should  utilize  appropriate  FAR  provisions, 
including  those  for  termination  for  convenience  and  cost  accounting 
principles. 

CURRENT  STATUS:    The  payments  to  the  management  company  are 
based  on  an  annual  budget  approved  by  NCUA.   Agency  staff  has  been 
instructed  and  is  taking  all  steps  possible  to  reduce  expenses  and  monitor 
all  aspects  of  the  contract  to  determine  that  agency  funds  are  not  expended 
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in  an  inefficient  manner.  Negotiations  are  underway  with  Carr  Real  Estate 
Services  to  modify  contract  terms  and  operating  procedures. 

RECOMMENDATION  OA-A9401-08:  Because  of  Prompt  Payment  Act 
provisions,  NCUA  should  insist  that  Carr  Real  Estate  Services  allow 
NCUA  to  pay  for  its  own  bill  directly.  This  would  include  all  utilities  and 
janitorial  services. 

CURRENT  STATUS:  Carr  Real  Estate  Services  at  the  direction  of  staff 
has  transferred  all  bills  which  are  solely  NCUA's  to  our  billing  address. 
The  expenses  which  are  paid  on  a  reimbursement  basis  to  Carr  Real  Estate 
Services  are  for  routine  building  operational  duties  performed  by  their 
staff. 

RECOMMENDATION  OA-A9401-9:  Every  attempt  should  be  made  to 
procure  all  replacement  parts  needed  for  the  building  through  the  Office  of 
Administration  to  ensure  NCUA  obtains  the  best  prices. 

CURRENT  STATUS:  An  agreement  has  been  reached  with  Carr  Real 
Estate  Services  to  allow  NCUA  to  make  direct  purchases  of  supplies  when 
in  the  agency's  best  interest.  We  have  found  that  operational  expenses 
would  increase  if  NCUA  made  all  purchases  directly  due  to  quantity 
discounts  which  CARR  obtains  for  certain  items. 

RECOMMENDATION  OA-A9401-10:  All  NCUA-procured  tools  or 
equipment  should  be  processed  through  NCUA's  receiving  department  for 
accounting  and  tagging.  This  will  ensure  that  the  equipment  is  controlled 
and  inventoried  periodically. 

CURRENT  STATUS:  An  agreement  has  been  reached  with  Carr  Real 
Estate  Services  requiring  that  all  building  equipment  procurements  be  made 
by  NCUA.   We  have  recently  completed  a  100  percent  inventory  of  fixed 
assets  and  anticipate  implementing  an  automated  inventory  control  system 
to  allow  for  more  efficient  management  of  agency  property. 

RECOMMENDATION  OA-A9401-11:    NCUA  should  review  the 
amount  of  management  fees  ($127,344  per  year)  being  paid  to  Carr  Real 
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Estate  Services;  the  amount  seems  exorbitant  when  compared  to  about 
$400,000  NCUA  will  be  paying  for  its  share  of  King  Street  common  costs. 

CURRENT  STATUS:  We  have  reviewed  the  contract  in  detail  and,  due 
to  this  review,  recommendations  have  been  made  to  Carr  Real  Estate 
Services  regarding  expense  reductions.  As  a  result  of  these 
recommendations,  representatives  have  indicated  that  certain  expenses 
currently  being  paid  by  NCUA  will  be  assumed  directly  by  Carr  Real 
Estate  Services. 

RECOMMENDATION  OA-9401-12:  NCUA  should  insist  that  Carr  Real 
Estate  Services  and  CarrPark  ensure  that  all  parking  lot  expenditures,  such 
as  electricity,  telephone,  maintenance,  and  repairs,  are  processed  through 
the  CarrPark  income  statement  and  not  through  the  property  maintenance 
agreement.  CarrPark  has  to  share  in  the  payment  of  those  expenses,  as 
they  earn  15  percent  of  the  net  income  before  distribution  to  the  King 
Street  owners. 

CURRENT  STATUS:  The  garage  operating  and  management  agreements 
were  written  and  entered  into  at  a  time  when  the  garage  complex  was  less 
than  complete.   Now  that  the  complex  is  complete,  new  agreements  must 
be  drafted  which  better  represent  the  interests  of  the  various  owners. 
NCUA  has  taken  the  lead  and  is  working  with  other  owner  representatives 
to  facilitate  the  necessary  changes.   It  is  our  intent  to  complete  this  process 
as  expeditiously  as  possible. 

RECOMMENDATION  OA-A9401-13:    We  recommend  that  the  agency 
review  the  Transportation  Management  Plan  to  see  whether  the  NCUA  can 
independently  comply  with  its  requirements  and  terminate  its  participation 
in  the  Strategic  Transportation  Initiatives  contract. 

CURRENT  STATUS:  The  Transportation  Management  Plan  was 
developed  and  entered  into  by  the  developers  of  the  complex  at  the 
insistence  of  the  City  of  Alexandria.   NCUA  shares  the  city's  goal  of 
reducing  car  traffic  by  the  development  and  use  of  carpooling  and  use  of 
mass  transit.  The  contract  referenced  in  the  recommendation  was  entered 
into  by  the  ownership  of  the  complex  to  meet  the  specific  requirements  of 
the  Transportation  Management  Plan.   NCUA's  participation  may  be 
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required  due  to  its  ownership  interest  in  the  complex.   We  are  requesting 
an  exemption  from  the  plans  reporting  requirements,  but  intend  to  continue 
our  own  initiatives  encouraging  carpooling  and  the  use  of  mass  transit. 

RECOMMENDATION  OA-A9401-14:  The  Office  of  Administration 
should  follow  NCUA  policy  when  processing  requests  for  ratification  of 
procurement  actions.  Also,  all  procurement  of  this  nature  should  originate 
within  OA. 

CURRENT  STATUS:  As  a  result  of  this  recommendation,  NCUA 
procurement  policy  was  changed  so  that  ratification  requests  by  the  Office 
of  Administration  must  be  approved  by  the  Executive  Director.   In 
addition,  all  procurement  actions  exceeding  $100,000  will  be  reviewed  in 
advance  by  the  Office  of  General  Counsel. 

RECOMMENDATION  OA-A9401-15:  NCUA  should  determine  the 
individual's  status  and  NCUA's  intent  in  retaining  the  individual  on  the 
premises.   (Note:  We  have  been  informed  by  the  Executive  Director  that 
the  former  Studios  employee  was  asked  to  leave  the  building.) 

CURRENT  STATUS:  This  individual  was  a  contract  employee  of  the 
agency  during  construction  whose  employment  was  terminated  prior  to  the 
completion  of  the  report. 

In  conclusion,  I  have  taken  a  proactive  approach  in  dealing  with  building 
problems.  Agency  staff  has  been  instructed  to  review  every  aspect  of  the 
building  operation.  We  continually  monitor  all  building  contractors  and 
are  currently  re-negotiating  contracts  which  were  not  advantageous  to 

NCUA. 
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NATIONAL  CREDIT  UNION  ADMINISTRATION 
NATIONAL  CREDIT  UNION  SHARE  INSURANCE  FUND 

LETTER  LETTER  NO.  154 

TO  CREDIT  UNIONS  date:  april  1994 


DEAR  BOARD  OF  DIRECTORS: 

The  Federal  Credit  Union  Act  says  credit  unions  are  to,  "...make  more  available  to 
people  of  small  means  credit  for  provident  purposes... ." 

No  other  financial  sector  has  such  a  charge.  It  is  one  of  many  critical  differences 
between  credit  unions  and  banks. 

Today,  we  at  NCUA  are  operating  under  the  principle  that  loans  to  members  are  the 
credit  union's  core  business.  The  future  of  credit  unions  is  not  as  investment  houses  or 
commercial  lenders.  The  very  best  investment  a  credit  union  can  make  is  a  loan  to  a 
member. 

Real  estate  loans  are  a  natural  part  of  helping  to  serve  the  credit  union  member  and  I 
would  like  to  dispel  a  few  apparent  misunderstandings  on  this  subject.  There  is  no 
truth  to  any  rumors  that  NCUA  has  imposed  an  arbitrary  limit  on  real  estate  loans.  A 
credit  union  may  make  as  many  real  estate  loans  as  it  wishes  as  long  as  it  has  the 
appropriate  staff,  management  capacity,  and  a  well  thought  out  plan. 

Neither  is  there  any  requirement  that  all  real  estate  loans  be  written  to  secondary 
market  standards.  Writing  to  secondary  market  standards  is,  generally,  a  good 
business  practice.  However,  we  also  believe  that  a  certain  proportion  of  a  credit 
union's  portfolio  can  be  nonconforming  without  calling  that  credit  union's  lending  into 
question.  However,  your  board  should  have  appropriate  underwriting  and  asset  liability 
management  policies  in  place  for  these  nonconforming  loans. 

If  a  credit  union  has  strong  capital,  sound  charge-off  procedures,  and  a  reasonable 
level  of  delinquency,  we  think  it  should  aggressively  market  consumer  loans.  In  the 
best  credit  union  tradition,  a  portion  of  your  portfolio  could  be  directed  at  the  credit 
union  member  who  may  not  have  the  best  credit  history,  assets  or  employment  record. 
This  is  not  an  endorsement  of  bad  loans,  but  rather  a  recognition  that  credit  unions  are 
willing  to  take  reasonable  steps  to  help  meet  their  members'  credit  needs. 

For  our  part,  we  at  NCUA  are  instructing  our  examiners  not  to  overemphasize  the 
importance  of  low  delinquency  and  loan  losses,  thereby  forcing  credit  unions  to  tighten 
lending  policies.  Rather  than  fixating  on  individual  ratios,  examiners  will  be  asked  to 
look  at  overall  management  and  evaluate  a  credit  union  on  effective  risk  management. 
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Lending  is  never  risk  free.  The  object  is  not  zero  delinquency  and  zero  loan  losses. 
Credit  unions  should  take  reasonable  risks  while  seeking  to  build  or  maintain  strong 
earnings  and  capital. 

Members  want  loans  delivered  to  them  conveniently,  quickly,  efficiently,  and  at 
competitive  rates.  Credit  unions  must  ask  themselves  if  they  are  meeting  their 
members'  needs  in  this  area.  Some  credit  unions  are  doing  very  well  in  lending;  many 
are  not.   NCUA  recognizes  that  there  might  be  credit  unions  with  good  and  sufficient 
reason  for  low  loan  ratios  (such  as  age  or  status  of  membership),  and  we  are  asking 
our  examiners  to  address  such  questions  under  the  management  section  of  the  credit 
union's  CAMEL  rating. 

Credit  unions  with  strong  capital  should  not  be  automatically  adversely  affected  during 
an  exam  simply  because  they  are  trying  to  increase  member  lending.  Such  credit 
unions  that  do  make  the  effort  to  increase  loan  ratios  and  meet  members'  needs  will 
find  NCUA  flexible  on  the  CAMEL  ratios. 

But  let  us  be  very  clear.  Increased  lending  must  be  accompanied  by  a  demonstrated 
ability  to  manage  any  resulting  increase  in  risks.  Safety  and  soundness  of  the  credit 
union  and  of  the  NCUSIF  will  not  be  compromised. 

It  is  important  that  the  management  of  the  credit  union  have  documentation 
demonstrating  their  plans  to  improve  loan  delivery.  Care  must  be  taken  to  monitor 
levels  of  fixed  rate  or  long  term  investments  and  loans.  Now  is  the  time  to  think  and 
plan  your  strategies  for  funding  loan  growth. 

Credit  unions  are  unique.  One  of  your  distinctive  characteristics  has  traditionally  been 
an  ability  and  willingness  to  serve  those  often  ignored  or  abandoned  by  other  financial 
institutions.  A  renewed  commitment  to  sound  lending  is  wholly  consistent  with  the 
special  and  vital  role  credit  unions  are  intended  to  play  in  our  nation's  economic  well- 
being. 


Norman  E.  D' Amours 
Chairman 
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Credit  Unions;   Both  Industry  and 
Insurance  Fund  Appear  Financially  Sound 

Statement  by 

Thomas  J.  McCool 

Associate  Director 

Financial  Institutions  and  Markets  Issues 

General  Government  Division 

U.S.  General  Accounting  Office 

On  the  basis  of  data  provided  by  the  National  Credit  Union 
Administration  ^NCUA),  the  overall  financial  condition  of 
federally  Insured  credit  unions  appears  strong.   Since  1990, 
credit  union  assets  have  increased  46  percent  and  capital  has 
increased  from  7.6  percent  to  9 . 1  percent  of  assets.   The  largest 
part  of  credit  union  loans  remains  consumer  and  residential  real 
estate  loans.   Because  the  growth  of  member  loans  has  not  kept 
pace  with  member  savings,  investments  have  increased  over  the 
period,  rising  to  almost  40  percent  of  assets.   Since  1990,  the 
maturity  of  deposits  has  remained  stable,  but  the  maturity  of 
assets  has  increased. 

Because  the  credit  union  industry  has  been  generally  stable  over 
the  last  several  years,  the  financial  condition  of  the  National 
Credit  Union  Share  Insurance  Fund  (the  Insurance  Fund)  also 
appears  sound.   GAO's  analysis  of  the  Insurance  Fund's  audited 
financial  statements  through  fiscal  year  1993  and  unaudited  1994 
data  provided  by  NCUA  indicate  that  the  fund  has  an  adequate 
capital  base  and  sufficient  liquid  assets  to  handle  its  current 
operations  and  foreseeable  exposure  from  troubled  institutions. 
The  fund's  exposure  to  losses  from  troubled  or  problem  credit 
unions  has  declined  substantially.   Much  of  the  decline  in  the 
number  of  problem  credit  unions  came  about  through  resolutions  of 
a  significant  number  of  them  through  involuntary  liquidation  or 
assisted  mergers.   As  the  need  for  assistance  has  declined,  it 
has  become  easier  for  the  Insurance  Fund  to  maintain  a  stable 
capital  base  without  annual  premium  assessments.   In  fact, 
between  fiscal  years  1989  and  1993,  the  Insurance  Fund  has  only 
had  to  assess  an  insurance  premium  in  1  year,  1992. 

GAO's  1991  report  on  the  status  of  the  credit  union  industry  made 
48  recommendations--24  to  Congress  and  24  to  NCUA.   Many  of  the 
recommendations  to  Congress  have  not  been  enacted,  although  some 
have  been  implemented  by  NCUA  as  a  matter  of  policy.   GAO  is 
highlighting  a  number  of  recommendations  that  have  not  been 
Implemented  but  that  remain  important.   Among  these 
recommendations  are  a  number  that  would  (1)  further  improve  the 
soundness  and  liquidity  of  the  Insurance  Fund;  (2)  eliminate 
double-counting  of  insurance  deposits  as  components  of  the 
industry's  total  capital;  (3)  dissolve  the  Central  Liquidity 
Facility  or,  at  least,  limit  its  ability  to  borrow;  and  (4) 
improve  the  safety  and  soundness  of  the  industry  by  establishing 
minimum  capital  requirements  and  limiting  loan  concentration. 
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Mr.  Chairman, 


It  is  a  pleasure  to  appear  before  the  Committee  today  to  discuss 
credit  unions;  their  federal  regulator,  the  National  Credit  Union 
Administration  (NCUA);  and  their  federal  insurer,  the  National 
Credit  Union  Share  Insurance  Fund  (the  Insurance  Fund).   You 
requested  that  we  report  on  the  overall  financial  condition  of 
the  credit  union  industry^  and  of  the  Insurance  Fund.   In 
particular,  you  asked  us  to  point  out  any  problem  areas  that  may 
affect  the  health  of  the  industry  or  the  Insurance  Fund. 

The  credit  union  industry  has  grown  rapidly  in  recent  years  and 
now  provides  credit  and  depository  services  to  over  64  million 
consumers.   As  of  June  30,  1994,  unaudited  figures  showed  insured 
deposits  of  about  $251  billion,  nearly  10  percent  of  all 
federally  insured  deposits.   Compared  to  banks  and  thrifts, 
credit  unions  came  through  the  turbulent  1980s  with  few  problems. 
At  present,  based  on  information  supplied  to  us  by  NCUA,  the 
Insurance  Fund  appears  to  be  well  capitalized.   As  a  result,  the 
likelihood  of  near-term  taxpayer  exposure  appears  low. 

However,  we  believe  that  regular  congressional  oversight  of 
federally-insured  credit  unions  and  their  regulator  is  justified. 
Their  Importance  to  the  economy  is  growing,  and  credit  unions 


'The  term  "credit  union  industry"  as  used  in  this  testimony 
refers  to  federally  insured  natural  person  credit  unions.   It 
excludes  privately  insured  natural  person  credit  unions, 
corporate  credit  unions,  and  the  U.S.  Central  Credit  Union. 
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will  continue  to  operate  In  highly  competitive  and  rapidly 
changing  financial  markets.   Also,  we  continue  to  have  some 
concerns  about  the  Industry,  its  regulation,  and  the  federal 
arrangements  for  handling  major  problems  should  they  arise. 

In  1991,  we  Issued  a  comprehensive  report  entitled  Credit  Unions; 
Reforms  for  Ensuring  Future  Soundnt.ss  (GAO/GGD-91-85,  July  10, 
1991).   The  report,  which  was  mandated  by  the  Financial 
Institutions  Reform,  Recovery  and  Enforcement  Act  of  1989,  found 
that  the  industry  was  in  a  favorable  financial  condition. 
However,  we  identified  several  areas  where  regulatory  policies 
and  procedures  needed  to  be  improved.   NCUA  took  steps  to 
strengthen  supervision  during  our  review.   Our  report  contained 
48  recommendations  for  change,  which  were  equally  divided  between 
legislative  and  regulatory  issues.   In  its  comments  on  our 
report,  NCUA  said  it  agreed  with  a  majority  of  our 
recommendations;  and  NCUA  has  implemented  many  of  them. 

Since  1991,  we  and  NCUA  have  periodically  reviewed  the  status  of 
these  recommendations.   However,  we  have  not  done  a  follow-up 
review  of  the  industry,  NCUA,  or  the  Insurance  Fund.   For  that 
reason,  our  remarks  today  are  primarily  based  on  information 
provided  by  NCUA  that  we  have  not  independently  verified. 
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Our  testimony  today  focuses  four  Issues: 

—  the  condition  of  the  industry, 

--  the  condition  of  the  Insurance  Fund, 

—  the  Increase  in  the  coverage  of  federal  insurance,  and 

--  an  update  on  the  recommendations  in  our  1991  report  that  have 
not  been  fully  implemented. 

CONDITION  OF  THE  FEDERALLY  INSURED 
CREDIT  UNIONS  APPEARS  STRONG 

The  credit  union  industry  is  organized  in  three  tiers.   The  first 
tier  of  the  structure  is  the  traditional  credit  union,  which  is 
technically  referred  to  as  a  natural  person  credit  union.   As  of 
June  30,  1994,  there  were  12,138  federally  insured  credit  unions. 
These  institutions  are  nonprofit  cooperative  enterprises  that  are 
owned  by  their  members.   Their  activities  are  comparable  to  those 
of  banks  and  thrifts  in  providing  credit,  savings,  checking,  and 
other  services  directly  to  individuals.   Our  testimony  today  will 
focus  on  this  part  of  the  industry  only. 

The  middle  tier  of  the  Industry  consists  of  44  corporate  credit 
unions,  commonly  referred  to  as  corporates.   Corporates  are 
nonprofit  cooperatives  that  are  owned  by  their  respective  member 
3 
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credit  unions,  and  their  mission  is  to  serve  these  institutions. 
Corporates  provide  liquidity  loans,  investment  products,  and  such 
other  services  as  share  draft  (i.e.,  check)  processing. 

The  third  tier  In  this  structure  is  occupied  by  the  U.S.  Central 
Credit  Union.   It  too  is  a  nonprofit  cooperative,  owned  by  42  of 
the  44  corporates,  and  it  offers  Investment,  credit  ar.d  other 
services  only  to  its  owners.   U.S.  Central  became  federally 
insured  in  1991.   As  you  requested,  our  testimony  scheduled  for 
next  week's  hearing  will  cover  the  condition  and  activities  of 
the  corporates  and  U.S.  Central. 

On  the  basis  of  data  provided  by  NCUA,  the  overall  financial 
condition  of  federally  insured  credit  unions  appears  strong.   In 
our  1991  report,  which  covered  industry  financial  results  through 
mid- 1990,  we  found  that  the  average  credit  union  was  in  better 
condition  than  the  average  bank  or  thrift.   From  year-end  1990 
through  mid- 1994,  NCUA  statistics  showed  continuing  profitable 
growth.   Total  credit  union  assets  in  the  3-1/2-year  period 
increased  by  46  percent,  to  $290  billion.   Total  assets,  loans. 
Investments,  deposits,  and  capital.  Increased  each  year.   Net 
income  Increased  continuously,  but  may  drop  in  1994.  (see  table 
I.l)  . 

The  capital  of  credit  unions  has  more  than  kept  pace  with  asset 
growth,  and  is  now  9.1  percent  of  assets,  compared  to  7.6  percent 
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in  1990.   The  industry  has  been  profitable  and  earned  a  1.3 
percent  return  on  assets  in  1992  and  again  in  1993.   On  an 
annualized  basis,  NCUA  reported  that  the  return  on  assets 
decreased  in  the  first  half  of  1994,  to  1.2  percent. 

As  of  June  30,  1994,  credit  union  loans  of  $159  billion  were 
concentrated  in  the  consumer  installment  categories.   Automobile 
and  unsecured  personal  loans  comprised  58  percent  of  total  loans . 
Real-estate-based  loans,  including  mortgages  and  home  equity 
loans,  were  40  percent  of  total  loans,  up  from  about  one-third  of 
total  loans  in  1990.   More  than  $35  billion  in  first  mortgages 
were  held  in  credit  union  portfolios. 

Loan  delinquencies  and  losses  have  been  lower  in  the  past  for 
credit  unions  than  for  most  other  types  of  lenders,  and  have 
continued  to  improve  in  the  past  3-1/2  years.   As  of  June  30, 
1994,  the  total  amount  of  loans  delinquent  over  2  months  was 
reported  at  $1.5  billion,  or  0.9  percent  of  total  loans  (see 
table  1.2).   In  part,  of  course,  this  performance  reflects  the 
strong  economy  of  the  past  2  years. 


Credit  Union  Investments  Are  a  Larger 
Part  of  Total  Assets 


Credit  union  investments,  as  opposed  to  loans,  have  become  a 
larger  component  of  total  assets  in  recent  years.   This  reflects 
the  faster  growth  of  member  savings  compared  to  member  loans. 
5 
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Investments  at  year-end  1990  were  about  31  percent  of  total 
assets,  and  by  mid-year  1994  they  had  risen  to  almost  40  percent 
(see  table  1.3).   In  1993,  loans  grew  faster  than  savings  for  the 
first  time  since  1989,  and  this  continued  in  the  first  half  of 
this  year.   If  this  trend  continues,  investments  could  shrink  as 
a  part  of  total  assets. 

Credit  union  investments  are  generally  confined  to  short-and 
medium-term  debt  obligations  of  relatively  high  quality.   The  mix 
of  these  investments  has  changed  in  recent  years.   The  type  of 
investment  that  has  grown  fastest  is  federal  agency  securities, 
which  comprised  31.4  percent  of  all  investments  as  of  June  30, 
1994  (see  table  1.4).   This  investment  category  includes 
investments  in  mortgage-backed  securities.   In  addition,  the 
proportion  of  credit  union  funds  placed  in  the  44  corporates  for 
investment  compared  to  total  credit  union  investments  has 
decreased  since  1990,  but  at  26.3  percent  of  the  total  still 
represents  a  large  concentration.   Finally,  the  category  referred 
to  as  "other  investments,"  primarily  in  bank  and  thrift 
certificates  of  deposit,  has  also  decreased  since  1990. 

As  has  been  the  case  with  many  financial  Institutions,  credit 
union  investments  were  adversely  affected  by  the  sharp  increase 
in  market  interest  rates  during  the  first  half  of  1994.   This 
development  resulted  in  a  moderate  decrease  of  2.5  percent  in  the 
combined  market  value  of  credit  union  portfolios  compared  to 
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original  cost.   This  decrease  would  only  result  in  realized 
losses  if  the  securities  were  sold.  If  they  are  held  to  maturity, 
which  is  usually  the  case,  no  actual  losses  would  result. 

Credit  unions  report  the  maturities  of  their  savings  liabilities 
and  investments  in  categories  of  (1)  less  than  1  year,  (2)  1  to 
3  years,  and  (3)  over  3  years.   At  mid- 1994,  94  percent  of  their 
savings  liabilities  were  scheduled  to  mature  (or  reprice)  in  less 
than  1  year.  This  high  percentage  of  short-term  savings 
liabilities  has  been  stable  in  recent  years  (see  table  1.5).   By 
contrast,  the  maturities  of  credit  union  Investments  have  been 
lengthening.   At  year-end  1990,  about  70  percent  of  investments 
were  scheduled  to  mature  or  reprice  within  1  year,  but  by  mid- 
1994,  this  rate  had  dropped  to  53  percent  (see  table  1.6).   In 
addition,  the  expected  average  maturity  of  investments  in 
mortgage-backed  securities  lengthened  in  the  first  half  of  1994, 
as  market  interest  rates  rose  and  fewer  mortgage  holders  are 
expected  to  refinance.   This  change  would  not  be  reflected  in 
call  reports  because  the  original  investment  was  already  carried 
in  the  "over  3  year"  category. 

This  increase  in  the  amount  of  medium-to  long-term  fixed-rate 
investments,  without  a  corresponding  increase  in  similar-term 
savings  liabilities,  normally  means  that  credit  unions  are  taking 
more  interest  rate  risk.   If  market  interest  rates  rise,  a  credit 
union's  cost  of  money  is  liable  to  increase  faster  than  the  yield 
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on  its  investments.   This  is  true  with  respect  to  all  fixed-rate 
loans  that  credit  unions  make  and  hold,  and  especially  for  long- 
term  fixed-rate  mortgages,  which  now  comprise  about  10  percent  of 
total  credit  union  assets. 

The  industry  may  experience  an  earnings  squeeze  if  the  upward 
trend  in  market  interest  rates  continues.   One  NCUA  official  told 
us  that  this  has  been  typical  of  the  earnings  pattern  of  the 
Industry  over  the  years.   Given  the  potential  for  rapid  repricing 
of  liabilities  compared  to  assets,  industry  earnings  tend  to  fall 
in  a  rising  interest  rate  environment.   Conversely,  earnings  rise 
when  market  rates  decline.   We  do  not  conclude  from  this  brief 
analysis  that  credit  unions  are  taking  unwarranted  risks  relative 
to  their  capital.   However,  this  is  an  area  that  deserves 
regulatory  attention  because  excessive  interest  rate  risk 
exposure  was  a  major  contributor  to  thrift  failures.   NCUA  should 
be  receiving  enough  information  to  be  confident  it  can  identify 
and  respond  to  problems  as  they  arise. 

GAP  Is  Concerned  About  Information  Reported  to  NCUA 

Our  observation  that  credit  unions  are  taking  additional  interest 
rate  risk  comes  from  a  comparison  of  call  report  data  that 
describe  the  maturities  of  credit  union  liabilities  and 
investment  assets  for  different  years.   However,  we  believe  that 
the  call  reports  for  credit  unions  do  not  provide  sufficient 
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information  to  precisely  measure  the  interest  rate  risks  credit 
unions  are  taking.   This  problem  was  cited  in  our  1991  report. 
Although  NCUA  has  expanded  the  information  it  requires  in  its 
periodic  call  reports,  the  problem  persists. 

In  addition,  we  have  a  serious  concern  about  the  accuracy  of  some 
of  the  credit  union  investment  data  being  reported  to  NCUA.   We 
asked  NCUA  for  the  market  and  book  values  of  each  credit  union's 
investments  as  reported  to  NCUA  as  of  June  30,  1994.   The 
information  we  received  raised  obvious  questions  of  accuracy  in 
the  case  of  a  significant  number  of  credit  unions.   For  example, 
we  noticed  that  most  credit  unions,  including  many  large  ones, 
listed  the  original  cost  and  current  market  value  of  their 
investments  as  equal.   Given  the  recent  changes  in  interest 
rates,  we  would  be  surprised  if  this  were  so. 

For  effective  off-site  supervision,  a  regulator  must  be  sure  that 
the  information  reported  to  it  is  accurate  and  reliable.   For 
NCUA,  this  need  becomes  more  critical  if  the  riskiness  and 
complexity  of  credit  union  investments  are  increasing.   This 
appears  to  be  the  case  for  credit  unions  as  they  expand  their 
mortgage  and  security  portfolios.   The  NCUA  officials  responsible 
in  these  areas  agreed  that  data  quality  needs  improvement  and 
that  credit  union  Investment  portfolios  are  getting  riskier. 
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Federal  Insurance  Coverage  Has  Increased 

As  a  final  note  on  the  condition  of  the  industry,  I  would  like  to 
comment  on  the  increased  extent  of  federal  insurance  coverage 
that  has  become  available  to  many  credit  unions  since  1990. 
Federal  insurance  on  credit  union  shares  (deposits)  was  first 
granted  in  1970,  long  after  it  became  available  on  bank  and 
thrift  deposits.   Up  to  that  time,  credit  unions  were  either  not 
Insured  or  were  insured  privately.   In  the  past  2  decades,  the 
private  Insurance  arrangements  have  gradually  been  replaced  by 
the  Insurance  Fund  coverage.   As  of  July  31,  1994,  NCUA  told  us 
that  there  remain  only  624  nonfederally  insured  natural  person 
credit  unions  In  the  United  States,  with  total  assets  of  $8.3 
billion.   In  contrast,  there  were  12,138  federally  insured  credit 
unions  with  $290  billion  in  total  assets  as  of  June  30,  1994. 
Probably  in  reaction  to  the  failure  of  one  private  insurer,  the 
Rhode  Island  Share  Deposit  and  Indemnity  Corporation  on  January 
1,  1991,  at  least  six  states  subsequently  required  all  credit 
unions  under  their  state  charters  to  convert  from  private  to 
federal  insurance. 

NCUA  instituted  a  high  priority  program  to  approve  federal 
insurance  for  those  privately  insured  credit  unions  that  applied 
for  and  were  in  sound  enough  condition  to  warrant  coverage. 
According  to  NCUA,  the  process  required  intensive  on-site  work  by 
NCUA  staff  to  evaluate  each  credit  union  for  insurance.   During 
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1991,  577  credit  unions  were  approved  for  conversion  to  federal 
Insurance. 

NCUA  told  us  that  from  January  1991  through  July  1994,  862  credit 
unions  with  total  assets  of  over  $16  billion  have  converted  to 
federal  insurance.   These  institutions  were  located  in  16  states, 
with  over  100  credit  unions  each  in  Massachusetts,  Florida, 
Tennessee,  and  Texas.   Of  these  862  credit  unions,  NCUA  told  us 
that  only  1,  with  $180,000  in  total  assets,  failed  after  federal 
insurance  became  effective.   Therefore,  the  process  has  brought 
increased  financial  security  to  the  accounts  of  thousands  of 
people,  with  negligible  impact  thus  far  on  the  Insurance  Fund. 

There  have  also  been  significant  changes  in  the  insurance  status 
of  some  corporates  and  of  U.S.  Central  since  1991.   We  will  be 
discussing  these  developments  in  our  testimony  next  week. 

THE  INSURANCE  FUND  IS  ADEQUATELY  CAPITALIZED 

The  credit  union  industry  has  been  generally  profitable  over  the 
last  several  years;  this  has  had  a  positive  effect  on  the 
financial  condition  of  the  Insurance  Fund.   We  analyzed  the 
Insurance  Fund's  audited  financial  statements^  over  the  last  5 
years  along  with  unaudited  financial  data  on  through  three 


*The  financial  statements  of  the  Insurance  Fund  are  audited  by  a 
public  accounting  firm  annually. 
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quarters  of  fiscal  year  1994'  provided  by  NCUA.   Our  analysis 
indicated  that  the  Insurance  Fund  has  an  adequate  capital  base 
and  sufficient  liquid  assets  to  handle  its  current  and  contingent 
obligations. 

The  Insurance  Fund's  exposure  to  losses  from  problem  credit 
unions  has  declined  substantially.   The  number  of  problem  credit 
unions  has  dropped  sharply  from  a  high  of  1,022  problem 
Institutions  as  of  September  30,  1988.   Five  years  later,  on 
September  30,  1993,  problem  credit  unions  had  declined  by  54 
percent,  to  474.   Perhaps  more  significantly,  the  percentage  of 
the  industry's  insured  shares  in  problem  credit  unions  had 
dropped  sharply  during  this  time  frame,  from  6.3  percent  at 
fiscal  year-end  1988  to  1.8  percent  at  fiscal  year-end  1993.   By 
June  30,  1994,  the  number  of  problem  credit  unions  had  declined 
even  further  to  339,  which  held  just  over  1  percent  of  the 
industry's  total  insured  shares.   About  $4.3  billion  in  insured 
shares  were  maintained  in  problem  credit  unions  at  the  end  of 
fiscal  year  1993.   This  amount  is  a  sharp  decrease  from  the  $10.4 
billion  in  insured  shares  maintained  in  problem  credit  unions 
just  2  years  earlier. 


^Through  1994,  the  Insurance  Fund's  fiscal  year  begins  on  October 
1  and  ends  on  September  30.   In  November  1993,  NCUA's  Board  of 
Directors  agreed  to  change  the  Insurance  Fund's  fiscal  year  to 
coincide  with  the  calendar  year.   This  change  becomes  effective 
for  the  1995  fiscal  year,  which  will  commence  on  January  1,  1995. 
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Much  of  the  decline  In  the  nuint>er  of  problem  credit  unions  came 
about  through  resolutions  of  a  significant  number  of  these 
institutions  through  Involuntary  liquidations  or  assisted 
mergers.   Between  fiscal  years  1989  and  1993,  regulators 
commenced  liquidations  for  361  problem  credit  unions. 
Additionally,  the  Insurance  Fund  assisted  in  232  credit  union 
mergers  during  this  period.   Insurance  Fund-assisted  mergers  have 
declined  substantially  over  the  last  few  years,  from  81  in  fiscal 
year  1990  to  17  in  fiscal  year  1993.   Only  5  problem  credit 
unions  were  resolved  through  the  Insurance  Fund-assisted  mergers 
in  the  first  3  quarters  of  fiscal  year  1994.   Liquidations  have 
shown  a  similar  pattern.* 

The  Insurance  Fund  has  also  used  open  assistance  to  resolve 
problem  credit  unions  without  closing  the  institutions  and 
liquidating  their  assets  and  obligations.   It  has  provided 
assistance  in  the  form  of  capital  notes,  cash  advances,  and 
guarantees  to  keep  open  troubled  institutions  it  considered 
viable  while  giving  credit  union  management  time  to  return  the 
institution  to  sound  financial  condition.   The  Insurance  Fund's 
exposure  from  open  assistance  transactions  has  also  declined 
significantly  in  the  last  few  years.   Since  fiscal  year  1991,  the 


*While  the  number  of  liquidation  proceedings  rose  sharply  from  54 
in  fiscal  year  1989  to  83  in  fiscal  year  1990,  by  fiscal  year 
1993  this  number  returned  to  its  fiscal  year  1989  level.   Through 
the  first  9  months  of  fiscal  year  1994,  regulators  commenced 
liquidation  proceedings  for  25  problem  credit  unions. 
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number  of  credit  unions  receiving  some  form  of  open  assistance 
from  the  Insurance  Fund  has  declined  70  percent,  from  51  active 
assistance  cases  at  fiscal  year  end  1991  to  15  at  the  end  of 
fiscal  year  1993.   During  this  period,  outstanding  assistance, 
either  in  the  form  of  cash  and  capital  notes  or  guarantees, 
declined  dramatically  from  approximately  $215  million  at  fiscal 
year-end  1991  to  about  $23  million  at  liscal  year  end  1993.   This 
trend  continued  through  June  30,  1994.* 

These  positive  trends  have  meant  a  stable  capital  base  for  the 
Insurance  Fund  over  the  last  several  years.   Since  the  industry 
recapitalization  of  the  Insurance  Fund  in  1985,  the  Insurance 
Fund  has  maintained  a  ratio  of  equity  to  Insured  shares  at  or 
near  the  1.25  percent  minimum  capital  ratio  established  by  the 
NCUA  board.   Since  fiscal  year  1989,  the  Insurance  Fund's  ratio 
of  equity  to  insured  shares  dropped  below  the  minimum  threshold 
in  only  1  year,  1991,  and  the  Insurance  Fund's  fiscal  year  1993 
audited  financial  statements  indicated  the  Insurance  Fund 
completed  1993  operations  with  a  1.26-percent  equity  to  insured 
share  ratio.   At  June  30,  1994,  the  Insurance  Fund's  ratio  of 
equity  to  Insured  shares  equaled  1.28  percent. 


*At  that  time,  the  number  of  active  assistance  cases  had  declined 
to  just  seven,  with  outstanding  assistance  totaling  about 
$8.7  million. 
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Between  fiscal  years  1989  and  1993,  the  Insurance  Fund  revenues 
have  exceeded  expenses  every  year.   In  1989,  1990,  and  1993,  the 
Insurance  Fund's  revenue  consisted  almost  exclusively  of  interest 
income  generated  from  the  Insurance  Fund's  investment  portfolio. 
The  NCUA  Board  assessed  an  annual  insurance  premium  during  1992 
to  cover  insurance  losses.   This  premium  assessment  totaled  $165 
million.*  Through  June  30,  1994,  the  Insurance  lund  continued 
to  report  positive  operating  results,  with  unaudited  financial 
data  showing  an  excess  of  revenue  over  expenses  of  $51  million 
for  the  first  9  months  of  fiscal  year  1994.   Virtually  all  of  the 
Insurance  Fund's  fiscal  year  1994  revenue  through  the  first  3 
quarters  consisted  of  interest  income. 

The  majority  of  the  Insurance  Fund's  expenses  between  fiscal 
years  1989  and  1993  were  attributable  to  recorded  losses  for 
problem  credit  unions  considered  likely  to  liquidate  or  merge. 
These  losses  comprised  over  70  percent  of  the  Insurance  Fund's 
expenses  in  fiscal  years  1989  through  1992.   Losses  peaked  at 
about  80  percent  of  total  expenses  in  fiscal  year  1991.   In  that 
year,  the  Insurance  Fund's  reserves  for  estimated  losses  from 
liquidation  and  merger  activity  rose  78  percent  over  the  previous 
year's  reserves.   Without  the  premium  assessment  NCUA  charged  in 


*The  timing  of  the  assessment  was  such  that  fiscal  year  1991  fund 
revenue  also  showed  a  substantial,  though  less  significant. 
Increase  from  the  previous  2  years.   As  a  result,  premium  income 
comprised  about  20  percent  and  45  percent  of  the  Insurance  Fund's 
total  revenue  in  fiscal  years  1991  and  1992,  respectively,  with 
Interest  income  comprising  virtually  all  of  the  Insurance  Fund's 
other  revenue. 
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1992,  the  Insurance  Fund  would  have  posted  net  losses  in  fiscal 
years  1991  and  1992.  In  fiscal  year  1993,  insurance  losses 
declined  to  58  percent  of  its  total  expenses,  reflecting  a 
reduction  in  NCUA's  estimate  of  losses  likely  from  liquidations 
or  mergers.  The  first  3  quarters  of  fiscal  year  1994  continued 
these  positive  results  as  insurance  losses  declined  to  about  45 
percent  of  total  expenses . 

The  Insurance  Fund's  positive  operating  results  between  fiscal 
years  1989  and  1993  have  enabled  it  to  substantially  increase  its 
insurance  fund  balance.   The  Insurance  Fund  balance  increased 
from  $403  million  to  $605  million  between  fiscal  years  1989  and 

1993.  Unaudited  financial  data  as  of  June  30,  1994,  showed  the 
Insurance  Fund  balance  at  $656  million.   The  other  component  of 
the  Insurance  Fund's  equity,  consisting  of  the  1-percent  of 
Insured  shares  that  credit  unions  must  deposit  with  the  Insurance 
Fund  has  also  increased  significantly  between  September  30,  1989, 
and  June  30,  1994.   During  this  period,  this  deposit  increased 

52  percent,  from  about  $1.6  billion  as  of  September  30,  1989,  to 
nearly  $2.4  billion  as  of  June  30,  1994.   This  increase  is  the 
result  of  annual  adjustments  based  on  insured  credit  unions' 
level  of  insured  shares  and  reflects  the  significant  growth  in 
the  level  of  credit  unions'  insured  shares  over  this  period. 

Cash  not  used  for  the  Insurance  Fund's  operations  is  invested  in 
Treasury  securities.   Between  fiscal  years  1989  and  1993,  the 
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Insurance  Fund's  investments  in  Treasury  securities,  excluding 
overnight  funds,  increased  from  $1.3  billion  to  $2.6  billion. 
The  Insurance  Fund's  cash  and  investments,  which  totaled 
approximately  $2.8  billion  at  September  30,  1993,  represented 
about  95  percent  of  its  $2.9  billion  in  total  assets  at  fiscal 
year-end  1993.   These  liquid  assets  were  sufficient  to  fund  the 
Insurance  Fund's  direct  liabilities  of  $99  million  plus  its 
contingent  liabilities,  including  guarantee  assistance  to  credit 
unions  and  guarantees  of  any  loans  made  by  the  Central  Liquidity 
Facility  (CLF)  or  by  other  credit  unions,  of  $166  million  at 
September  30,  1993.   Consequently,  at  September  30,  1993,  the 
Insurance  Fund  had  sufficient  liquid  assets  to  cover  its  direct 
and  contingent  obligations.   Unaudited  financial  data  through 
June  30,  1994,  indicated  that  the  Insurance  Fund  continued  to 
maintain  a  significant  ratio  of  liquid  assets  to  recorded  direct 
and  identified  contingent  liabilities.   Thus,  the  Insurance 
Fund's  financial  statements  indicate  that  the  Insurance  Fund  has 
sufficient  resources  to  handle  current  obligations  and  near-term 
identifiable  exposure. 

MANY  GAP  RECOMMENDATIONS 
HAVE  NOT  BEEN  IMPLEMENTED 

Our  1991  report  contained  48  recommendations  for  reforming  the 
credit  union  Industry  and  NCUA  practices.   We  made  24 
recommendations  to  Congress  and  24  to  NCUA. 
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After  issuing  a  report,  we  periodically  follow  up  on  the  status 
of  open  recommendations.   We  have  regularly  interviewed  senior 
staff  at  NCUA  since  1992  about  the  recommendations.   In  preparing 
this  testimony,  we  asked  NCUA  to  describe  the  present  status  of 
each  recommendation  and  advise  us  of  cases  where  their  views  have 
changed  from  those  they  expressed  in  response  to  our  report. 
Attachment  II  summarizes  their  reply.   In  a  few  cases  we  added 
clarifying  comments.   We  did  not  include  in  the  table  8 
recommendations  in  our  report  that  applied  to  corporates .   Our 
testimony  scheduled  for  next  week's  hearing  will  cover  these 
recommendations . 

Congress  has  considered  action  on  several  of  our  legislative 
recommendations  but  has  not  passed  them  into  law.   In  some  cases, 
NCUA  has  taken  action  that  has  largely  achieved  the  results  we 
sought.   Based  on  our  review  of  these  actions,  we  believe  that 
several  of  the  original  recommendations  continue  to  merit 
congressional  consideration. 

First,  we  continue  to  recommend  that  Congress  hold  periodic 
oversight  hearings  at  which  NCUA  would  report  on  the  condition  of 
the  industry  and  the  Insurance  Fund.   Credit  unions  have  not  only 
become  major  participants  in  the  nation's  financial  system,  but 
they,  like  all  other  depository  institutions,  are  operating  in  a 
highly  competitive  and  fast-changing  market.   Moreover,  recent 
developments  in  the  credit  union  industry  may  lead  to  significant 
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organizational  change,  especially  for  corporate  credit  unions. 

The  other  areas  in  which  we  made  recommendations  to  Congress  that 
we  still  consider  important  include 

—  the  Insurance  Fund  financing  arrangements, 

--  accounting  for  the  1-percent  the  Insurance  Fund  deposit,  and 

--  improvements  in  safety  and  soundness. 


Aspects  of  Insurance  Fund  Financing 
Arrangements  Need  to  be  Changed 


As  we  noted,  the  Insurance  Fund  has  achieved  the  minimum  level 
required  by  NCUA.   The  Insurance  Fund  has  experienced  low  and 
decreasing  insurance  losses,  and  has  a  high  degree  of  liquidity. 
However,  we  believe  that  several  aspects  of  the  existing 
statutory  arrangements  need  to  be  changed  to  avoid  unnecessary 
taxpayer  exposure.   Correcting  these  conditions  would  require 
simultaneous  congressional  action  in  three  related  areas.   In  the 
first  area,  we  continue  to  believe  that  several  changes  should  be 
made  in  the  Insurance  Fund  as  recommended  in  our  1991  report: 

—  NCUA  should  have  authority  to  Increase  the  Insurance  Fund 
equity  ratio  and  premiums  and  lose  its  authority  to  set  an 
equity  ratio  below  the  statutory  minimum, 
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--  Insurance  Fund  liquidity,  referred  to  in  our  report  as  assets 
available  to  handle  future  credit  union  failures,  should  be  an 
additional  criterion  for  determining  the  necessary  level  of 
insurance  premiums  and  the  adequacy  of  the  Insurance  Fund, 

—  in  a  liquidation,  the  Insurance  Fund's  position  as  creditor 
should  be  made  superior  to  that  of  uninsured  deposits, 

--  credit  union  failures  should  be  resolved  at  least  cost  to  the 
Insurance  Fund,  and 

--  the  insurance  and  NCUA  supervisory  functions  should  report 
separately  to  the  NCUA  Board. 

In  the  second  area,  we  recommended  that  NCUA  be  given  expanded 
authority  to  borrow  from  the  Treasury  on  behalf  of  the  Insurance 
Fund.   The  present  $100  million  limit,  set  in  1970,  is  too  small 
to  ensure  that  the  Insurance  Fund  will  have  adequate  access  to 
capital  during  an  emergency. 

Third,  we  recommended  that  the  CLF  be  dissolved.   The  need  for 
temporary  liquidity  for  credit  unions  can  now  be  met  from  other 
sources,  such  as  the  private  sector,  the  Federal  Reserve,  or  the 
Insurance  Fund.   In  the  past  year,  the  CLF  staff  has  been  reduced 
from  four  full  time  employees  to  one  part-time.   CLF  has  no  loans 
outstanding,  so  dissolution  should  cause  few  transitional 
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problems.   In  Its  original  response  to  this  recommendation,  NCUA 
stated  that  adequate  provision  for  backup  liquidity  needed  to  be 
ensured  before  abolishing  the  CLF.   NCUA  has  since  changed  this 
position  and  now  believes  that  the  CLF  needs  to  be  maintained. 


Accounting  Method  for  the  1-Percent  Insurance 
Fund  Deposit  Needs  to  be  Changed 


In  our  1991  credit,  we  were  concerned  about  how  federally  Insured 
credit  unions  accounted  for  the  insurance  deposits  they  make  into 
the  Insurance  Fund.   These  include  deposits  made  in  1985  to 
recapitalize  the  Insurance  Fund  and  subsequent  deposits  based  on 
growth  in  their  insured  shares.   The  amount  of  the  1985  deposit 
was  equal  to  1  percent  of  each  credit  union's  insured  shares. 
Both  NCUA  and  credit  unions  essentially  treat  these  deposits  as 
capltal--NCUA  by  directly  recording  the  deposit  as  a  capital 
contribution  in  the  Insurance  Fund's  financial  statements,  and 
the  credit  unions  by  recording  the  deposit  as  an  asset  rather 
than  as  an  expense.   We  remain  concerned  that  this  method  of 
accounting  counts  the  deposit  as  capital  twice  and  thus 
overstates  the  aggregate  level  of  capital  within  the  credit  union 
system.   We  continue  to  believe  that  credit  unions  should  expense 
the  deposit  over  a  reasonable  period.   The  period  should  be 
determined  by  NCUA. 

However,  whether  or  not  the  CLF  is  maintained,  there  is  one 
provision  in  the  law  that  we  believe  should  be  changed.   As  the 
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law  now  stands,  the  NCUA  board  can,  through  CLF,  borrow  money 
outside  the  Industry's  own  resources  and  lend  it  to  the  Insurance 
Fund.   Unlike  other  CLF  borrowings,  this  particular  transaction 
would  not  require  any  current  review  or  approval  by  either  the 
Treasury  or  Congress.   The  amount  that  could  be  borrowed  is  a 
multiple  of  the  CLF  ownership  shares  subscribed  to  by  its  member 
credit  unions.   At  June  30,  1994,  this  borrowing  authority  was 
over  $16  billion.   The  probability  is  very  low  that  the  Insurance 
Fund  would  ever  need  this  much  money  to  support  insurance  losses 
or  assistance  programs.   We  believe  that  a  statutory  provision 
for  emergency  the  Insurance  Fund  borrowing  from  Treasury  would  be 
a  far  better  arrangement. 


Recommendations  for  Improvements  in 
Safety  and  Soundness  Not  Yet  Addressed 


In  addition  to  the  above  changes  that  primarily  relate  to 
financing  of  the  Insurance  Fund,  Congress  has  not  acted  on 
several  recommendations  designed  to  improve  the  safety  and 
soundness  of  credit  unions  and  their  corporates .   Briefly,  we 
believe  the  following  recommendations  are  most  important  for 
Congress  to  enact: 

—  Require  NCUA  to  establish  minimum  capital  standards  for  credit 
unions  no  less  stringent  than  those  applicable  to  other 
insured  depository  institutions. 
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—  Require  all  corporates  to  be  federally  insured.   While  the 
five  nonfederally  insured  corporates  have  agreed  to  follow 
NCUA  regulations,  NCUA  lacks  enforcement  powers  over  them. 
For  that  reason,  the  substantial  funds  invested  in  these 
corporates  by  federally  insured  credit  unions  may  represent  an 
unacceptable  risk  to  the  Insurance  Fund. 

—  Prohibit  borrowing  for  the  purpose  of  growth.   Because  credit 
unions  are  cooperatives,  we  do  not  believe  they  should 
normally  be  permitted  to  borrow  for  growth.   NCUA  should  be 
authorized  to  make  exceptions  to  this  restriction. 

—  Limit  the  loans  to,  or  investments  in,  single  obligors  to  1- 
percent  of  assets.   This  limit  would  result  in  a  degree  of 
asset  diversification  similar  to  that  of  banks  and  thrifts. 

Mr.  Chairman,  this  concludes  our  statement.   We  would  be  glad  to 
respond  to  any  questions. 
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CORPORATE  CREDIT  UNION  NETWORK  INVESTMENTS: 

RISKS  AND  RISK  MANAGEMENT 

Current  Status  and  Recommendations 


A  Report  to  the  National  Credit  Union  Administration 


by 


Harold  A.  Black,  Chair 

Albert  E.  DePrince,  Jr. 

William  F.  Ford 

James  R.  Kudlinski 

Robert  L.  Schweitzer 
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134 
EXECUTIVE  SUMMARY 

This  Committee  was  charged  with  the  responsibility  of  evaluating  the 
investment  behavior  and  risk-taking  of  the  corporate  credit  union  system 
(CCUN).  The  Committee  "s  findings  and  recommendations  are  as  follows: 

1.  Finding 

•  Corporate  credit  unions  (corporates)  including  U.S.  Central  Credit 
Union  (U.S.  Central)  are  assuming  more  risk  in  their  investment  practices  and  in 
their  portfolios  than  in  the  past. 

Recommendations 

•  Improved  procedures  to  monitor  and  evaluate  risk-taking  or  exploiting 
interest  rate  risk  to  achieve  higher  investment  yields  need  to  be  implemented  by 
the  CCUN  and  monitored  closely  by  NCUA. 

•  Additional  and  better  trained  corporate  examiners  are  needed  to 
properly  monitor  the  CCUN.  They  should  be  adequately  compensated  to  attract 
and  maintain  high  quality  staff. 

2.  Finding 

•  CCUN  investment  activities  are  becoming  more  complex  and  likely  will 
continue  to  become  inaeasingly  complex  in  the  future. 

Recommendations 

•  Management  p>ersonnel  in  the  CCUN  must  be  as  adept  in 
understanding  investment  products,  including  derivative  instruments,  as  are 
those  individuals  at  investment  banking  firms  that  market  such  products  to  the 
CCUN.  NCUA  should  carefully  evaluate  the  qualifications  of  management 
personnel  in  the  CCUN. 
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•  NCUA  should  require  that  all  corporates  that  utilize  derivatives  retain 
outside  independent  advisors  who  report  directly  to  the  boards  of  directors 
regarding  derivative  activity. 

•  Additional  corporate  examiners  that  specialize  in  derivatives  are 
needed.  The  NCUA  should  employ  a  senior  level  derivatives  specialist  to  keep 
the  examiners  and  staff  informed  on  derivative  activity. 

•  In  order  to  keep  current  on  the  latest  developments  in  derivatives, 
NCUA  should  retain  a  consulting  relationship  with  academic  experts  whose 
primary  area  of  expertise  is  In  derivatives. 

3.  Finding 

•  Primary  capital  levels  in  the  CCUN  are,  on  average,  inadequate. 
RBCommendations 

•  NCUA  should  establish  stronger  capital  standards  for  corporates  and 
especially  for  U.  S.  Central  to  meet  both  the  primary  and  risk-based  capital 
requirements  set  by  the  Basle  Accord.  An  adjustment  period  of  2-3  years  is 
recommended  to  allow  the  adoption  of  these  standards  by  the  CCUN. 

•  Given  the  uniqueness  of  credit  union  structure,  NCUA  should  consider 
the  inclusion  of  a  certain  percent  of  member  capital  shares  as  primary  capital 
when  it  introduces  the  more  stringent  recommended  capital  standard,  if  such 
shares  are  truly  at  risk  from  the  point  of  view  of  the  credit  unions  that  purchase 
them.  These  shares  will  be  redeemable  only  with  the  concurrence  of  NCUA. 

•  The  current  practice  of  defining  the  maximum  allowable  exposure  to 
one  borrower  as  a  percent  of  corporate  assets  should  be  discontinued.  It  should 
be  replaced  with  a  new  minimum  asset  diversification  rule  based  on  primary 
capital. 
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•  The  Committee  recommends  that  NCUA  adopt  risk-based  capital 
requirements  associated  with  credit  risk,  interest  rate  risk  and  derivative 
activities  and  to  include  these  in  risk-based  capital  calculations. 

4.  Finding 

•  Credit  analysis  procedures  in  the  CCUN  have  not  kept  pace  with  the 
increased  volume  of  funds  flowing  into  the  system. 

Recommendations 

•  Corporates  should  develop  an  internal  system  to  critically  monitor  the 
credit  quality  of  all  significant  assets  subject  to  credit  risk.  This  monitoring 
system  should  go  well  beyond  simply  reviewing  published  reports  of  the  rating 
agencies  and  the  financial  press. 

•  In  order  to  increase  the  diversity  of  CCUN  portfolios  for  purposes  of 
safety  and  soundness,  the  moratorium  on  new  foreign  investments  should  be 
lifted  subject  to  the  recommendation  immediately  below.  NCUA  should  monitor 
such  investments  more  closely  and  mandate  proper  credit  analysis  and 
adequate  primary  capital. 

•  Until  credit  unions  acquire  the  minimum  levels  of  primary  capital 
recommended  above,  the  ability  of  credit  unions  to  invest  in  institutions  located 
in  countries  with  a  rating  t>elow  AAA  or  1  should  be  rescinded.  Moreover,  the 
lowest  entity  rating  authorized  for  investment  by  corporates  and  U.S.  Central 
should  be  B.  Investments  should  be  limited  to  individual  institutions  with  long- 
term  ratings  no  lower  than  S&P's  AA  long-term  rating,  and  comparable  Moody 
and  IBCA  ratings.  Investments  should  be  further  limited  to  entities  with  short- 
term  ratings  no  lower  than  P-1  and  A-1 . 

•  Total  investments  in  any  single  foreign  entity  should  be  limited  to  no 
more  than  a  reasonable  multiple  of  primary  capital. 
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5.  Finding 

•  Approximately  one-fourth  of  credit  union  investments  are  placed  in  the 
CCUN.  The  remaining  three-fourth  of  such  funds  are  mainly  invested  in  the 
financial  markets  by  natural  person  credit  unions. 

Recommenda  tion 

•  The  management  of  these  investable  funds  should  be  more  closely 
monitored  by  NCUA. 

6.  Finding 

•  The  CCUN  uses  derivative  instruments  to  hedge  interest  rate  risk  and 
create  synthetic  securities  for  other  corporates  and  natural  person  credit  unions. 

Recommendations 

•  For  the  proper  management  of  derivative  activities,  the  balance  sheet 
and  off-balance  sheet  activities  of  corporates  should  reflect  fair  market  value 
(mark-to-market)  accounting.  This  should  be  done  on  a  periodic  basis. 

•  The  Committee  recommends  that  NCUA  consider  establishing  risk- 
based  capital  requirements  for  risks  associated  with  interest  rate  risk  and 
derivative  activities. 

•  The  Committee  recommends  that  as  part  of  the  examination  process 
regarding  derivative  activities,  NCUA  require  at  a  minimum  (1)  documented 
oversight  by  the  board  of  directors  and  senior  management;  (2)  risk 
management  functions  that  are  independent  of  the  trading  function;  (3)  thorough 
and  timely  internal  audits;  and  (4)  thorough  and  timely  audits  by  external 
examiners. 

7.  Finding 

•  The  traditional  three-tiered  CCUN  stmcture  is  being  redefined. 


138 


Recommendations 

•  All  corporates,  including  U.S.  Central,  should  be  stand-alone 
institutions,  independent  of  leagues  and/or  trade  associations.  The  Committee 
found  no  reasonable  justification  for  integrated  corporates.  Indeed,  the 
integrated  structure  may  hinder  the  prudent  management  of  the  corporate. 

•  In  order  to  better  serve  natural  person  credit  unions  and  their  members, 
corporate  fields  of  membership  should  be  determined  by  a  market  driven 
process.  This  means  that  all  corporates  should  have  wider  and  expanded  fields 
of  membership  in  order  to  increase  efficiency  and  lower  the  price  of  services  to 
member  institutions. 

•  The  Committee  finds  that  many  distinctions  Ijetween  U.S.  Central  and 
other  corporates  are  arbitrary  and  recommends  that  they  be  eliminated.  Further, 
the  Committee  recommends  that  NCUA  anticipate  market  occurrences  and  take 
no  action  that  would  inhibit  market  forces  from  redefining  the  current  three-tier 
system. 
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Appendix  XI 


list  of  All  Recommendations 


Chapter  2 


Recommendation  to 
Ck)ngress 


Hold  annual  oversight  hearings  at  which  the  ncua  Board  testifies  on  the 
condition  of  credit  unions  and  NCUSIF  and  assesses  risk  areas  and  reports 
on  ncua's  responses. 


Recommendations  to 

NCUA 


Require  credit  unions  with  assets  greater  than  $50  million  to  file  finan- 
cial and  statistical  reports  quarterly. 

E^and  the  information  required  from  credit  imions  with  assets  greater 
than  $50  million  on  the  financial  and  statistical  reports  in  the  areas  of 
asset  quality,  interest  rate  sensitivity,  management,  and  common  bond. 

As  their  experience  develops,  smaller  credit  unions  should  also  be 
required  to  file  more  detailed,  quarterly  reports. 


Chapter  3 


Recommendations  to 
Congress 


Congress  should  amend  the  pcua  according  to  the  following: 
NCUA  should  be  required  to  establish  minimum  capital  levels  for  credit 
unions  no  less  stringent  than  those  applicable  to  other  insured  deposi- 
tory institutions,  providing  for  an  appropriate  phase-in  period. 
The  amount  that  can  be  loaned  or  invested  in  a  single  obligor,  other  than 
investments  in  direct  or  guaranteed  obligations  of  the  U.S.  government 
or  in  the  credit  union's  corporate,  should  be  limited  to  not  more  than  1 
percent  of  the  credit  union's  total  assets.  Presently  permitted  limits  with 
respect  to  credit  union  service  organizations  should  continue,  and  expo- 
sures of  not  more  than  2  percent  of  assets  should  be  provided  for  in 
repurchase  agreement  transactions,  ncua  should  be  authorized  to  set  a 
higher  limit  for  secured  consumer  loans  made  by  small  credit  unions  and 
for  overnight  funds  deposited  with  correspondent  institutions. 
NCUA  should  be  required  to  tighten  the  commercial  lending  regulation 
and  include  an  overall  limit. 

The  borrowing  authority  should  be  modified  to  specify  that  credit 
unions  may  not  borrow  for  the  purpose  of  growth,  unless  prior  approval 
of  NCUA  is  obtained. 
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Apfiaxilx  XI 

List  of  All  BecomineiidAtioiis 


Credit  unions  should  be  required  to  adequately  disclose  that  dividends 
on  shares  and  other  accounts  cannot  be  guaranteed  in  advance  but  are 
dependent  on  earnings. 

All  insured  credit  unions  should  be  required  to  obtain  ncua  permission 
before  opening  a  new  branch. 

Credit  unions  above  a  minimum  size  should  be  required  to  obtain  annual 
independent  certified  public  accountant  audits  and  to  make  annual  man- 
agement reports  on  internal  controls  and  compliance  with  laws  and 
regulations. 

NCUA  should  be  authorized  and  required  to  compel  a  state  credit  union  to 
follow  the  federal  regulations  in  any  area  in  which  the  powers  go 
beyond  those  permitted  federal  credit  unions  and  are  considered  to  con- 
stitute a  safety  and  soundness  risk. 


Recommendations  t» 
NCUA 


NCUA  should  assess  its  real  estate  regulation  and  strengthen  it  to  help 
ensure  the  sound  underwriting  of  loans  and  their  suitability  for  sale  in 
the  secondary  market. 

NCUA  should  restrict  the  exclusions  from  its  commercial  lending  hmit  set 
forth  in  1987  to  help  ensure  that  credit  unions  are  not  used  as  vehicles 
underwriting  large  commercial  ventures. 


Chapter  4 


Recommendations  to 
NCUA 


NCUA  should  clarify  the  purposes,  unique  values,  and  requirements  for 
use  of  each  of  its  off -site  monitoring  tools.  It  should  determine  the 
appropriate  recipients  of  the  tools  and  distribute  them  accordingly, 
within  each  region. 

NCUA  should  require  documentation  at  the  regional  office  level  of  exam- 
iners' reviews  of  all  credit  union  call  repxjrts. 
NCUA  should  invoke  its  statutory  authority  to  refuse  to  accept  state 
supervisors'  examinations  when  a  state  regulatory  authority  lacks  ade- 
quate independence  from  the  credit  union  industry,  ncua  should 
examine  all  NCUSiF-insured  credit  unions  in  such  states. 
NCUA  should  estabhsh  a  pohcy  goal  for  examination  frequency  of  state 
credit  unions. 

NCUA  should  require  all  credit  unions  to  submit  copies  of  their  supervi- 
sory committee  audit  reports  to  ncua  upon  completion. 


PageSll 


GAO/G6DS1.M  Cradit  Unton  Befoi 


142 


A]>peildix  XI 

List  of  All  BecommendAtloiu 


The  NCUA  Inspector  General  should  conduct  a  review  focusing  on  ncua's 
handling  of  problem  credit  unions  since  mid-1990,  specifically  its  use  of 
enforcement  powers,  and  submit  a  report  to  the  ncua  Board. 


Chapter  5 


Recommendations  to 
Ck)ngress 


Amend  fcua  to  authorize  ncua  to  provide  assistance  in  resolving  a 
failing  credit  union  only  when  it  is  less  costly  than  liquidation  or  essen- 
tial to  provide  adequate  depository  services  in  the  community,  and 
Require  ncua  to  maintain  documentation  supporting  its  resolution  deci- 
sions, including  the  statistical  and  economic  assumptions  made. 


Recommendations  to 
NCUA 


NCUA  should 

require  that  waivers  and  special  charges  be  authorized  by  the  Director, 
Office  of  Elxamination  and  Insurance;  the  General  Counsel;  and  the 
regional  director; 

develop  policy  guidance  concerning  the  use  of  these  provisions  and  mon- 
itor their  use;  and 
adhere  to  the  criteria  for  assisting  credit  unions. 


Chapter  6 


Recommendations  to 
Congress 


PCUA  should  be  amended  to  confine  insured  credit  union  investments  in 
corporates  and  U.S.  Central  to  those  that  have  obtained  deposit  insur- 
ance from  NCUSIF. 

The  implementation  of  this  recommendation  is  critical  for  accomplishing 
the  needed  changes  contained  in  the  following  recommendations. 

Congress  should  require  ncua  to  establish  a  program  to  promptly 
increase  the  capital  of  corporates  and  establish  minimum  capital 
standards. 
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Lm  of  All  BccaauDemUtlaii* 


Recommendations  tx) 

NCUA 


Minimum  capital  requirements  should  be  established  for  corporates  and 
U.S.  Central,  taking  all  risks  into  account.  In  the  interim,  establish  a  min- 
imum level  based  on  assets,  and  set  a  time  frame  for  achieving  this  level. 
This  could  be  achieved  by  increasing  reserving  requirements  and  using 
subordinated  debt  arrangements,  such  as  the  membership  capital  share 
deposits. 

The  investment  powers  of  state-chartered  corporates  should  be 
restricted  to  the  limits  imposed  on  federal  corporates. 
Corporate  credit  union  and  U.S.  Central  investments  in  a  single  obligor 
should  be  limited  to  1  percent  of  the  investor's  total  assets.  Exceptions 
should  include  obligations  of  the  U.S.  Government,  repurchase  agree- 
ments that  equal  up  to  2  percent  of  assets,  and  all  investments  by 
corporates  in  U.S.  Central. 

Corporate  credit  uruon  and  U.S.  Central  loans  to  one  borrower  should  be 
limited  to  1  percent  of  the  lender's  assets,  ncua  should  be  authorized  to 
make  exceptions  on  a  loan-by-loan  basis. 

More  complete  and  timely  information  about  corporate  financial  opera- 
tions should  be  obtained. 

A  unit  should  be  established  at  ncua  headquarters  that  would  be 
responsible  for  corporate  oversight,  examination,  and  enforcement 
actions. 

The  CAMEL  rating  system  for  corporate  credit  unions  should  be  reviewed 
to  reduce  the  inconsistencies  and  focus  more  clearly  on  the  component 
being  rated. 


Chapter  7 


Recommendations  to 
Congress 


Congress  should  require  credit  unions  to  expense  the  1 -percent  deposit 
over  a  reasonable  period  of  time — to  be  determined  by  ncua.  At  the 
same  time.  Congress  should  emphasize  that  the  assets  represented  by  a 
failed  credit  union's  insurance  deposit  should  be  available  first  to  ncusif. 
This  action  should  be  coordinated  with  and  consistent  with  any  legisla- 
tion to  recapitalize  the  Bank  Insurance  Fund  in  order  to  avoid  placing 
credit  unions  at  a  competitive  disadvantage. 


If  Congress  does  not  require  that  the  1 -percent  deposit  be  expensed, 
NCUA  should  require  credit  unions  to  exclude  the  amount  from  both  sides 
of  their  balance  sheet  when  assessing  capital  adequacy.  Then,  that 
amount  would  not  be  counted  as  credit  union  capital. 
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Lit  of  All  RtconanrndmtUm» 


In  addition,  Congress  should  amend  pcua  to 

establish  an  available  assets  ratio  for  ncusif; 

authorize  ncua  to  raise  the  basic  ncusif  equity  ratio,  available  assets 
ratio,  and  preniiums,  and  delete  ncusif  ability  to  set  a  normal  operating 
level  below  the  statutory  minimum; 

provide  for  additional  ncua  borrowing  from  Treasury  on  behalf  of 
NCUSIF;  and 

Place  ncusif  in  a  position  second  to  general  creditors  but  rank  this  posi- 
tion ahead  of  uninsured  shares. 


Recommendations  to 

NCUA 


Reduce  the  time  lag  in  adjusting  the  Fund's  financing  and 
Place  ncusif  on  a  calendar  fiscal  year. 


Chapter  8 


Recommendations  to 
Congress 


Congress  should  amend  fcua  to 

require  ncua,  in  consultation  with  Congress  and  the  credit  union 
industry,  to  identify  specific  unsafe  and  unsound  practices  and  condi- 
tions that  merit  enforcement  action,  identify  the  appropriate  corrective 
action,  and  promulgate  these  requirements  by  regulation; 
require  ncua  to  take  appropriate  enforcement  action  when  unsafe  and 
unsound  conditions  or  practices,  as  specified  in  law  or  ncua  regulations, 
are  identified;  and 

provide  for  a  five-member  ncua  Board,  with  two  members  ex  officio,  the 
Chairman  of  the  Federal  Reserve  Board  and  the  Secretary  of  the 
Treasury.  Authorize  the  two  ex  officio  members  to  delegate  their 
authority  to  another  member  of  the  Federal  Reserve  Board  or  to  another 
official  of  the  Department  of  the  Treasury  who  is  appointed  by  the  Pres- 
ident with  the  advice  and  consent  of  the  Senate. 


If  there  is  a  broad  reform  of  the  depository  institution  regulatory  struc- 
ture, and  Congress  legislates  an  approach  that  places  all  examination 
and  supervision  functions  under  a  single  federal  regulator,  credit  unions 
should  be  considered  for  inclusion  once  such  an  entity  is  operating  effec- 
tively. The  insurance  function  could  then  be  placed  under  fdic  or  under 
a  separate  entity. 
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CLF,  as  established  by  Title  m  of  the  fx:ua  should  be  dissolved. 

If  CLF  continues  to  operate,  we  reconunend  statutory  changes  limiting 
the  risk  in  its  operations.  These  should  include 

sharply  reducing  <xf  borrowing  authority  from  the  current  level  of  12 

times  subscribed  capital  and  surplus; 

requiring  the  terms  and  conditions  of  clf  loans  to  be  no  more  liberal 

than  those  made  by  the  Federal  Reserve;  and 

prohibiting  CLF  loans  or  guarantees  of  any  kind  to  ncusif,  and,  in  the 

event  the  ncua  Board  certifies  that  clf  does  not  have  sufficient  funds  to 

meet  liquidity  needs  of  credit  unions,  authorize  the  Department  of  the 

Treasury  to  lend  to  ncusif,  rather  than  to  clf,  in  order  to  meet  such 

needs. 

The  power  of  federal  credit  unions  to  borrow  from  the  Farm  Credit 
Banks,  as  provided  for  in  fcua  should  be  removed. 

Congress  should  amend  the  Community  Development  Credit  Union 
Revolving  Fund  Transfer  Act  to  designate  an  entity  other  than  ncua  as 
administrator  of  the  revolving  Fund. 


Recommendation  to 

NCUA 


Immediately  establish  separate  supervision  and  insurance  offices  that 
report  directly  to  the  Board. 


Chapter  9 


Matter  for 

Congressional 

Consideration 


If  credit  unions  are  to  remain  distinct  from  other  depository  institutions 
because,  in  part,  of  their  common  bond  membership  requirement,  and  if 
this  requirement  is  intended  to  further  the  safe  and  sound  operation  of 
credit  unions: 

Congress  should  consider  stating  this  general  intent  in  legislation  and 
establish  guidelines  on  the  limits  of  occupational,  associational,  and 
community  common  bonds  as  well  as  the  purpose  and  limits  of  multiple 
group  charters.  These  guidelines  should  apply  to  all  federally  insiu-ed 
credit  unions. 
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Furor  Over  NCUA  Plan  to  Restrict 
Corporate  Links  to  Trade  Groups 


By  JAMES  B  ARNDORFER 

A  proposal  rcsltklinj  inler- 
liicl^  between  corp<Haie  credil 
uniim^  and  trade  group?  hax  >plil 
Ihc  federal  regulator's  hoard  and 
rnivcd  threats  of  litigalnin  hy  the 
Credit  Union  National 
AsstKiation. 

NCUA  board  member  Ralph 
Swan  last  week  voted  against 
ptittini:  out  for  comment  a  pro- 
posed regulation  that  would  alter 
corporate  governance.  He  \oft.  2- 
I. 

In  an  interview,  Mr.  Swan  said 
interlocks  don't  pose  a  threat  and 
critici/ed  the  other  two  board 
members  for  trying  to  reform 
tofpcwates  in  a  "piecemeal"  fash- 
ion 

"As  long  as  there's  a  denmcra- 
iic  process  to  elect  corporate 
h.ords.  1  don't  have  a  problem." 
lie  said  "If  an  interlock  occurs. 
M>  he  II  " 

CUNA  President  Ralph 
Sviohoda  blasted  the  proposal 
.ind  s.iid  the  industry's  largest 
ii.ulr  grimp  might  sue  the  agency 

unless  the  regulauon  is  diluted. 

"If  the  regulauon  is  passed. 
ihr  credit  union  movemcni  as  we 
k/invk  II  vLill  begin  to  lose  control 
of  It*  ovin  desun\."  Mr  Swoboda 
said  in  a  siaicmeni  "A  precedent 
will  be  set  NCUA  uill  begin  to 
regulate  credit  union  governance 
even  viherc  there  is  no  nsk  to 
saJci'>  and  soundness ' 

NCLA  Chajrman  Norman  E 
D  Amours  shrugged  off  the  trade 
a.'^vociaiion  s  threat  of  a  lawsuit ' 

"I  don't  know  what  the> 
would  base  it  on."  he  said 

Mr  D'Amours  and  NCUA 
Vice  Chairman  Shirlec  Bowne 
voted  to  issue  the  proposal  at  last 
week"  hoard  meeting  in  Park 
Cits.  Ltah 

There  are  4.^  corporates.  about 
half  of  which  share  management 
w  ith  state  leagues,  which  are 
affiliaies  of  CUNA 

The  proposed  regulation 
would  ban  uade  group  officials 
from  holding  a  majonty  of  seats 
on  a  corporate  board  It  also 
would 

•  Prohibit  a  corporate  from 
employing  trade  group  employ- 
ees 

•  Require  a  corporate's  man- 
agcmcni    to   rcpon   only  to   its 

'ouard.  noi  th^  l'»gue. 

•  Require  corporates  be  open 
to  all  credit  unions,  not  just  trade 
group  members. 

The  proposal  will  be  open  for 
comment  30  days  aher  publica- 
uon  in  the  Federal  Regisia. 

Mr  D'Amours  insists  that 
cutting  the  ties  between  corpo- 
rates and  the  trade  groups  is  nee- 
essar>'. 


~l  believe  that  a  system  that 
pemuls  conflicts  of  interests  is  as 
dangerous  as  conflicis  of  interest 
themselves,"  he  said.  "There 
have  been  conflicts  of  interest, 
things  have  happened  thai 
shouldn't  have  happened.  We're 
not  acting  on  an  enuttly  theoret- 
ical basis  here." 

Mr.  D'Amours  said  he  could- 
n't comment  on  specific  inci- 
dents. But  the  NCUA  is  investi- 
gating the  propriety  of  the  Texas 
Credit  Union  League's  sale  of  its 
check-processing  service  to 
Southwest  Corporate  Federal 
Credit  Union. 

'The  two  organizations  share 
board  memberv 

Mr.  Swan  said  he  expects  the 
board  to  try  to  adopt  die  regula- 
tion shortly  after  thaL  He  said  he 
didn't  know  whether  be  would 
oppose  the  final  regulation. 

Congress  hu  investigated  cor- 


CUNA  Is  threatening 
litigation  over 


the  Issue  of 


interlocking. 


board  memberships. 


porate  credit  unions  aitd  inter- 
locks probably  will  be  discussed 
dunng  a  hearing  next  week 

The  board  is  hurrying  and 
should  hold  off  on  making  pro- 
posals until  II  gets  bnefed  next 
riionth  b)  the  five  experts  it  hired 
to  study  corporates.  Mr.  Swan 
said.  "The  panel  submitted  lu 
repon  in  July. 

"1  think  we  should  wait  rather 
than  be  off  and  ruruung."  Mr. 
Swan  said 

Mr  Swan  said  the  board's  real 
goal  -  and  the  reason  it's  moving 
so  quickly  -  is  to  alter  (he  board 
of  US  Central  Credit  Union, 
which  acts  as  a  liquidity  center 
for  corporates 

The  proposal  is  "a  move  total- 
ly directed  against  U.S.  Central." 
Mr  Swan  said.  "Their  board 
structure  is  the  one  we're  the 
inosi  critical  of." 

The  nine-member  board  of 
US  Central  is  reserved  for  six 
officials  of  CUNA  or  related 
organizations  and  three  corporate 
ctlicials  M;.  Swan  .<aiu  lack  uf 
dcmcxiratic  process  in  the  setup 
IS  questionable. 

The  NCUA  board  issued  an 
advance  nonce  for  proposed  rule- 
making on  the  interlocks  ques- 
tion in  April.  It  received  400 
comment  letters,  with  278  of 
them  opposing  the  proposal  to 
restrict  trade  group  presciKe  in 
corporates. 


Mr.  Swoboda  blasted  the 
agency  for  sticking  to  its  hard 
line 

"We're  very  disappointed  that 
NCUA  ignored  the  comments  tl 
rcceivTd  fnxn  credit  unions,"  he 

said.  a 
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CRA  Exemption  Assailed  by  Six 
Witnesses  Before  Kennedy  Panel 


Br  JAMES  B.ARWPORfER 

The  credil  union  indu»liy*« 
exemption  from  ihe  Community 
Reinvetlmenl  Act  cime  uodef 
(tuck  durini  a  hearing 
Thunday  held  by  Rep.  Jo$eph  R 
Kennedy  2d. 

Banken.  a  community  ac- 
tivist, and  the  president  ol  Uis- 
itania  Federal  Credil  Union, 
which  is  seeking  a  thrift  chaitcr, 
all  called  for  bringing  the  indus- 
try into  compliance  with  CRA. 

Winesses  said  expanded 
powT'  and  liberal  memberthip 
requ>>ements  made  some  credit 
unio.A  more  like  banks,  so  they 
shoul  operate  under  the  same 
rules. 

"CRA  should  be  applied  to 
geography-based  or  community- 
chanend  credit  unions  and  to 
credit  unioiu  serving  multiple 
employer  groups  frt>m  one  met- 
ropolitan area."  said  Cornelius 
Mahoney.  president  of  Woronoco 
Savmgs  Bank.  We^ifield,  Mass.. 
who  was  speaking  on  behalf  of 
the  Savings  and  Community 
B.inkers  of  Amenca. 

"It  is  these  come-one,  come- 
all  credit  unions,  where  the 
common  bond  has  been  severe- 
ly, if  not  totally,  diluted  that 
application  of  CRA  is  needed  " 
The  heating  was  held  before 
the  House  Banking  subcommit- 
tee on  consumer  credil  and 
insurance,  of  which  Rep. 
Kennedy  is  chairman.  Rep. 
Kennedy.  DMass..  has  called 
for  extending  CRA  to  credit 
union't  and  nonbanks. 

"It  K  entirely  reasonable  to 
apply  CRA  or  its  functional 
equivalent  to  credit  unions,  par- 
ticularly larger  multi-employer 
and  community-based  credil 
unions," 

Rep  Kennedy  said  in  bis 
opening  remarks.  "Those  credit 
unions  thai  are  going  lo  have  all 
the  privileges  of  banks  and 
thrifts  -  like  deposit  insurance 
and  a  liberal  charter  -  ought  to 
have  some  of  their  responsibili- 
ties as  well." 

Defenders  of  the  industry's 
exemption  who  numbered  three 
witnesses  compared  lo  six  urging 
compliaiKC  with  the  law  -  said 
CRA  would  be  inapplicable  to 
most  credil  unions,  which  serve 
occupational  or  associalional 
groups  and  not  communities. 

TiMHius  i.  Tiirry.  the  acting 
commissioner  of  banks  for 
Massachusetts,  took  exception 
to  that  position.  Massachusetts- 
chanered  credit  unions  have 
complied  with  a  CRA-lype  law 
for  12  years. 

"In  applying  CRA  lo  credit 
unions  in  Massachusetts.  I 
believe  the  Til  is  an  easy  one,"  he 
said. 


Mr.  Cuiry  nid  the  banking 
division  evaluates  community- 
chartered  credit  unions  as  it  does 
banks.  For  occupaiionally  based 
credil  unions,  examiners  review 
bow  well  tbey  meet  the  credit 
needs  of  their  memben  acroti 
income  and  demographic  lines. 
Credil  union  witnesses  also 
argued  thai  they  fulfilled  the 
spirit  of  CRA  because  they  lend 
only  to  their  members. 

"I  feet  that  we  are  doing  an 
excellent  job  of  serving  our 
existing  members  and  of  reach- 
ing out  lo  people  of  all  income 
levels  in  our  field  of  member- 
ihip,"  said  Armando  Cavazos. 
president  of  Credil  Union  One 
in  Femdale,  Mich.,  speaking  oo 
behalf  of  the  Credil  Union 
National  Association. 

But  Thomas  Callahan,  exeen- 
live  director  of  the  MassachusetU 
Affordable  Housing  Alliance,  a 
Bosion-bascd  community  activist 
coalilioo,  said  CRA  ratings  of 
Bay  Suie  credit  unions  show 
they  are  not  doing  a  good  job. 

He  said  37%  of  the  78  ratings 
given  to  credit  unions  have  been 
failing  grades  of  "needs  to 
improve." 

Credit  unions  were  penalired 
because  iheir  boards  didn't  dis- 
cuss CRA  and  weren't  market- 
ing services  correctly,  he  said. 

Mr.  Cavazos  referred  to  the 
federal  regulator's  examinatioa 
earlier  this  year  of  44  credrt 
unions  whose  Home  Mortgage 
Disclosure  Act  data  suggested 
they  were  discriminating. 

The  regulator  failed  to  uncov- 
er discrimination,  and  that 
should  justify  nol  being  brought 
under  the  law.  he  said. 

That  argument  seemed  10 
backfire,  however. 

Then  il  should  be  no  prolK 

Icm    complying    with   CRA,*. 

responded  Rep.  Tom  Barrett.  1^; 

Wit.  Qj 

1 


3 


148 


Judge  Hints  He* II  Back  Regulator's  Decision 
To  Let  Credit  Union  Broaden  Its  Membership 


By  JAMES  BARNDORFER 

WASHINGTON  —  A  federal 
judge  hinted  Fnday  that  be  wil] 
uphold  the  National  Credit  Union 
Admioistraiion's  decision  to  let  a 
North  Carolina  credit  union  add 
groups  that  have  no  connection  to 
its  original  sponsor. 

The  "common  bond"  that 
unites  credit  union  members  was 
"only  for  the  puqxjse  of  ensuring 
the  original  creation  and  growth 
of  credit  unions,"  said  Judge 
John  H.  Pran  of  the  U.S.  District 
Court  for  the  District  of  Colum- 
bia, after  hearing  arguments  in 
the  case. 

Although  it  is  often  difficult  to 
predict  a  judge's  decision  from 
remarks  delivered  at  a  trial. 
Judge  Pran's  comments  echoed 
the  argument  of  the  NCUA's 
lawyers. 

A  group  of  four  North  Carolina 
banks,  backed  by  the  American 
Bankers  Association,  contend  that 
the  regulator's  actions  and  liberal 
common  bond  interpretation  vio- 
late the  Federal  Credit  Union  Act 


of  1934.  The  NCUA  maintains  it 
behaved  correctly. 

Both  sides  asked  for  summary 
judgments.  Judge  Pran  said  a  rul- 
ing would  come  in  a  couple  of 
weeks. 

The  decision  would  have 
national  ramifications. 

If  Judge  Pratt  decides  that  the 
12-year-old  NCUA  policy  is  iile- 

The  Judge  said  the 
"common  bond"  served 
the  purpose  of  getting 
groups  off  the  ground. 

gal,  bankers  could  use  the  deci- 
sion to  break  up  any  credit  union 
that  includes  multiple  employee 
groups. 

Judge  Pran  indicated  that  he 
recognizes  the  broad  importance 
of  the  case.  "We  would  be  del- 
uged with  lawsuits  from  across 
the  country,"  he  said. 

The  dispute  revolves  around  a ' 
passage  of  the  1934  act  that  says. 


"Federal  credit  union  member- 
ship shall  be  limited  to  groups 
having  a  common  bond  of  occu- 
pation or  association." 

Michael  S.  Heifer,  represent- 
ing the  bankers,  said  the  lan- 
guage restricts  a  credit  union  to  a 
single  sponsor. 

Kenneth  Doroshow,  a  Depart- 
ment of  Justice  lawyer  represent- 
ing the  NCUA.  focused  on  the 
use  of  the  plural  "groups."  He 
said  the  wording  showed  that 
Congress  intend^  credit  unions 
to  have  multiple  sponsors,' or  at 
least  that  the  agency's  interpreta- 
tion is  a  plausible  one  and  justifi- 
able under  legal  precedent. 

The  banks  sued  the  NCUA 
four  years  ago  for  lening  AT&T 
Family  Federal  Credit  Union  in 
Wmston-Salem,  N.C..  expand. 

A  district  court  ruled  that  the 
bankers  did  not  have  standirig  to 
bring  the  suit,  but  that  dedsion 
was  reversed  on  appeal.       '" 

Since  last  year,  bankers  in 
Michigan,  Montana.  Nebraska. 
Tex^j  and  Utah  have  filed  simi- 
lar suits.  D 
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NCUA  Claims  Power  to  Block 
Conversions  to  Thrift  Charters 


By  JAMES  BARNDORFER 
ALEXANDRIA.  V«.  —  The 
National  Credit  Union  Admin- 
istration on  Thursday  claimed 
the  power  to  block  conversions 
by  credit  unions  to  thrift 
charters. 

The  agency  pitched  its  plan  at 
an  open  board  meeting.  Ap- 
proved unanimously,  the  pro- 
posal is  a  preemptive  strike 
against  lawyers  who  have  been 
soliciting  credit  unions  to  switch 
to  savings  banks. 

No  credit  unions  have  con- 
verted, but  the  NCUA  has  been 
disturbed  by  the  lawyers'  ap- 
proaches. 

'SoUciUtions  Should  Stop' 

"The  board  hereby  serves  no- 
tice that  these  solicitations 
should  stop,"  according  to  docu- 
ments supporting  the  proposal. 

The  NCUA  said  it  would  col- 
lect comments  for  30  days. 

In  addition  to  winning  ap- 
proval from  the  NCUA,  the  pro- 
posal also  requires  any  conver- 
sion to  be  supported  by  a 
majority  of  the  credit  union's 
membership. 

The  agency  said  it  would 
monitor  that  vote. 

The  proposal  clarifies  that 
agency  rules  on  mergers,  volun- 
tary terminations,  and  insurance 
conversions  apply  to  federally 
insured  credit  unions  converting 
to  any  institution  not  insured  by 
the  credit  union  regulator. 

The  existing  regulation  deals 
explicitly  only  with  federally  in- 
sured credit  unions  converting 
to  nonfederaJly  insured  credit 
unions. 

The  agency  is  concerned  that 
a  distressed  credit  union  might 
spend  lime  and  money  on  a  con- 
version, and  then  need  to  be  liq- 
uidated if  its  bid  failed. 

It  also  believes  management 


Robert  M.  Fenner 

General  counsel.  National 
Credit  Union  Administration 

might  try  to  switch  solely  for  fi- 
nancial gain. 

"This  amendment  will  clarify 
that  NCUA  has  the  authority  to 
protect  the  interests  of  the  NCU- 
SIF  [the  National  Credit  Union 
Share  Insurance  Fund]  and  the 
credit  union's  membership,"  the 
proposal  said. 

Attorneys  who  have  discussed 
conversion  with  credit  unions 
say  the  agency  merely  wants  to 
protect  its  tuil 

On  June  17  the  agency  sent  a 
letter  to  all  Illinois  federally  in- 
sured credit  unions  that  in  effect 
told  them  to  disregard  a  conver- 
sion "soliciution"  they  may 
have  received  from  the  Chicago- 
based  law  firm  of  SchifT  Hardin 
&  Waite. 

"This  taw  firm  is  attempting 
...  to  attract  credit  imion 
interest  into  an  area  which 
the  NCUA  views  with  concern 
both  for  the  welfare  of  members 
and  the  safety  and  soundness  of 
credit  unions"  and  the  insur- 
ance fund,  NCUA  General 
Counsel  Robert  M.  Fenner 
wrote.  D 
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NCUA  To  Ease  Membership  Expansion  Rules 


In  a  move  sure  to  raise  the  ire  of 
bankers,  the  NCUA  board  is  expected 
toapprove  the  most  sweeping  changes 
to  its  field  of  membership  standards  in 
a  decade  at  its  May  12  meeting. 

The  changes,  to  l)e  made  to  the  agen- 
cy's Field  of  Membership  and  Charter- 
ing Manual,  will  make  it  easier  for  as- 
socialional  and  occupational  credit 
unions  to  convert  to  community  char- 
ters; allow  credit  unions  to  automati- 
cally accept  adjacent  low-income  com- 
muiuties;  and  establish  an  expedited 
expansion  format  that  will  cut  red  tape 
and  speed  up  applications. 

The  amendments  will  be  the  most 
kn  reaching,  and  controversial,  since 
NCUA  changed  the  traditional  "com- 
mon bond"  requirement  to  join  a  credit 
union  in  1985  to  mean  that  each  group 
joining  a  credit  union  must  have  a 
common  bond  instead  of  all  the  groups 
having  the  same  single  common  bond. 

The  latest  changes,  proposed  in  part 


to  assist  defense  and  corporate-spon- 
sored credit  unions  threatened  by  mili- 
tary realignments  and  corporate  re- 
structurings, also  promise  to  irritate 
smaller  credit  uruor«  that  fear  the  ei>- 
croachment  of  the  larger  oiies  on  their 
fields  of  membership. 

While  agency  officials  refused  to 
comment  publicly  on  the  final  versi(M> 
to  be  voted  by  the  board,  a  dear  picture 
on  what  will  be  voted  has  emerged 
from  discussions  with  several  sources. 

The  new  amendments  wilL 

•  Allow  deferue  and  corporate- 
sponsored  credit  unions  to  convert  to 
commuiuty  charters  aiul  keep  all  of 
their  select  employee  groups,  as  well  as 
add  new  SEGs  if  they  can  prove  it  is 
necessary  to  stabilize  the  credit  union; 

•  Allow  associational  or  occupa- 
tional credit  unions  to  accept  low-ir*- 
come  groups  outside  their  field  of  mem- 
bership if  those  low-iiKome  communi- 
ties are  not  served  by  a  credit  uiuon; 


•  Establish  an  expedited  expansion 
procedure  known  as  "file  and  serve" 
by  which  a  credit  union  may  accept 
smallSECs  into  its  field  of  membership 
without  NCUA  approval  as  long  as 
they  notify  the  regulator  within  10  days; 

•  Allow  employees  or  clients  of  em- 
ployee leasing  companies  to  be  consid- 
ered SEGs; 

•  Allow  "reasonable"  overlaps  of 
field  of  membership.The  current  policy 
does  not  permit  oveiiaps; 

•  Allow  new  charters  aiKi  field  of 
membership  expansions  for  groups  in 
an  irKlustrialpark.office  complex,  shop- 
ping mall  or  similar  establishment 
based  on  a  request  from  a  leasing  agent 
or  complex  owikt;  and 

•  Allow  state  credit  unions  convert- 
ing to  federal  charters  to  retain  their 
fields  of  membership  by  recognizing  a 
history  of  being  able  to  serve  multiple 
groups  outside  the  (^)eratioivil  area  of 
a  home  or  branch  office.  O 
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National  Credit  Union  Administration  Operating  Fund' 


1993  budget 

$   88.9  miUion 

Actual  expenses 

84.0  million 

Operating  fee  income  from  federal  credit  unions 

44.3  million 

Expenses  transferred  to  Share  Insurance  Fund 

42.0  million 

Other  income 

0.6  million 

Operating  Fund  balance 

14.3  million 

National  Credit  Union  Share  Insurance  Ftmd' 

Fund  balance 

$     2.8  biUion 

Gross  income 

146,3  million 

Net  income 

42.7  million 

Operating  expenses 

43.6  million 

Insurance  losses 

60.0  million 

Reserve  for  losses 

86.0  million 

Equity  ratio  (Fund  balance  as  percentage  of  insured  deposits) 

1.26  percent 

Central  Liquidity  Facility' 

Total  assets 

$632.2  miUion 

Capital  stock 

61 1.3  million 

Net  income 

17.7  million 

Dividends  paid 

17.2  million 

Retained  earnings 

10.9  million 

Federally  Insured  Credit  Unions' 

Number  of  credit  unions 

12,435 

Total  insured  shares 

$236.5  billion 

Total  assets 

$269.3  billion 

Capital  to  assets 

9.3  percent 

Share  growth' 

7.2  percent 

Ratio  of  loans  to  shares 

59.8  percent 

DeUquency  ratio 

I.l  percent 

Net  income  growth' 

15.8  percent 

'FISCAL  YEAR  1993  ENDED  SEPTEMBER  30 

'JUNE  30.  1993 

'ANNUAUZED 
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EXECUTIVE  SUMMARY 


Like  all  financial  institutions,  credit  unions  have  undergone  a  remarkable 
transformation  over  the  past  fifty  years.  In  response  to  structural  changes  within  the  industry 
itself,  as  well  as  economic,  technological,  and  demographic  developments,  the  pace  of  change 
has  accelerated  sharply  since  the  beginning  of  this  decade. 

The  purpose  of  this  study  is  to  take  a  fresh  look  at  the  credit  union  industry,  to 
analyze  the  industry's  evolution,  and  to  profile  the  nature  and  operations  of  today's  credit 
unions.  This  information  will  enable  the  public.  Congressional  and  regulatory  policymakers, 
and  other  financial  competitors  to  understand  the  credit  union  industry's  structure,  trends,  and 
competitiveness  and  its  role  in  the  U.S.  financial  system. 

Credit  Union  Growth 

Credit  unions  are  a  S200  billion  industry  providing  diversified  financial  services  to  a 
wide  array  of  customers.  The  growth  of  the  credit  union  industry  is  evident  in  the  increase  in 
total  assets  and  the  growth  in  membership.    For  example: 

*  Total  credit  union  assets  almost  tripled  during  this  decade,  increasing  from  S69 
billion  in  1980  to  $196  billion  by  year-end  1988. 

*  Credit  union  real  asset  growth  is  accelerating.  Between  1935  and  1970,  real 
assets  increased  by  S52  billion;  between  1970  and  1980,  real  assets  increased  by 
S40  billion;  and  between  1980  and  1988,  real  assets  increased  by  SI04  billion. 

*  Credit  union  membership  reached  almost  sixty  million  in  1989,  growing  by 
about  forty  million  over  the  past  two  decades. 

°  Thirty-four  percent  of  the  adult  population  in  the  U.S.  are  members  of  credit 

unions. 

Structural  changes  within  the  industry  have  played  a  pivotal  role  in  credit  union 
growth  over  the  past  two  decades.  Perhaps  the  most  important  change  is  the  relaxation  of  the 
definition  of  "common  bond"  which  contributed  to  the  growth  of  the  industry  by  increasing 
the  potential  membership  base.  Changes  in  the  interpretation  of  "common  bond"  in  the  1970s 
and  especially  in  the  1980s  have  ted  to  the  chartering  of  credit  unions  where  the 
interrelationships  between  members  need  not  be  much  different  from  that  of  bank  or  thrift 
customers. 

Other  significant  structural  changes  in  the  credit  union  industry  over  the  past  two 
decades  include  the  establishment  of  federal  deposit  insurance  for  credit  unions  and  the 
expansion  of  the  products  and  services  credit  unions  may  offer  to  their  members. 

The  introduction  of  federal  insurance  for  credit  union  deposits  in  1971  ushered  in  a 
new  era  for  the  industry  by  severing  the  traditional  financial  linkage  between  credit  union 
depositors  and  borrowers.  Prior  to  1971,  each  depositor  had  a  financial  interest  in  the  loans 
made  by  his  credit  union  because  the  safety  of  his  deposit  depended  directly  on  the  repayment 
of  funds  loaned  by  the  credit  union.  By  disconnecting  depositors  from  borrowers,  the  need  for 
a  close  association  among  members--the  common  bond  that  formed  the  heart  of  the  early 
credit  union  movement- -became  less  relevant. 


-  1 


155 


Over  the  past  ten  years,  the  menu  of  services  offered  by  credit  unions  has  been 
significantly  expanded.  In  1978,  Congress  authorized  credit  unions  to  offer  mortgage  loans  for 
the  first  time.  Prior  to  1978,  credit  unions  were  permitted  to  offer  only  short-term  personal 
loans.  With  the  authority  to  offer  long-term  loans,  credit  unions  took  a  big  step  toward 
becoming  full-service  consumer  lenders. 

The  movement  toward  full-service  status  was  virtually  complete  by  1980  when 
Congress  authorized  credit  unions  to  offer  transaction  accounts.  Prior  to  this  authorization, 
credit  union  members  tended  to  use  both  their  credit  union  and  a  bank— the  credit  union  for 
savings  accounts  and  personal  loans,  the  bank  for  transaction  accounts  and  other  borrowings. 
By  1980,  however,  credit  unions  could  meet  all  the  financial  needs  of  their  members. 

The  relaxation  of  the  common  bond  and  the  ability  to  offer  a  full  range  of  financial 
services  are  clearly  significant  factors  in  the  growth  of  the  credit  union  industry  in  the  1980s. 
The  impact  of  these  factors  is  evident  in  the  comparative  asset  growth  figures  over  the  past 
two  decades.  During  the  1970s,  credit  union  assets  grew  at  a  rate  2  percent  faster  than  bank 
assets— but  by  the  1980s,  the  growth  rate  differential  between  credit  unions  and  banks 
increased  to  S.6  percent. 

Membership  Demographics 

The  rapid  growth  of  the  credit  union  industry  has  been  accompanied  by  significant 
changes  in  membership  demographics.  The  credit  union  industry  is  often  characterized  as 
"blue  collar,"  serving  people  with  low  incomes  and  limited  access  to  basic  financial  services. 
But  today's  credit  union  membership  differs  considerably  from  this  image;  in  fact,  the  average 
credit  union  member  today  has  higher  income,  is  better  educated,  and  is  more  likely  to  be  in  a 
professional  occupation  than  his  or  her  non- member  counterpart. 

Surveys  by  the  Credit  Union  National  Association  ("CUNA")  compared  credit  union 
members  with  the  non-member  population.    The  most  recent  survey  found  that 

*  The  middle-to-upper  income  groups  are  overrepresented  among  credit  union 
members;  49  percent  of  credit  union  members  had  annual  incomes  between 
S30,000  and  S80,000  compared  with  32  percent  of  non-members. 

•  Conversely,  credit  union  members  are  underrepresented  in  the  lower  income 
groups;  16  percent  of  credit  union  members  had  annual  incomes  under  S20,000 
compared  with  28  percent  of  non- members.  The  1989  CUNA  survey  found 
that  credit  unions  are  currently  serving  an  even  smaller  proportion  of  low 
income  people  than  in  the  past. 

A  1988  survey  conducted  by  Simmons  Market  Research  Bureau,  Inc.  shows  that  low 
income  households  comprise  a  larger  proportion  of  commercial  bank  customers  than  is  true  for 
credit  unions.  Twenty-five  percent  of  commercial  bank  interest-bearing  checking  account 
holders  have  household  incomes  less  than  S20,000,  versus  16  percent  for  credit  unions.  The 
same  pattern  is  true  for  personal  loans— 19  percent  of  commercial  bank  non-education  personal 
loan  customers  have  household  incomes  below  S20,000,  versus  14  percent  for  credit  unions. 
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.  Conversely,  a  higher  proportion  of  credit  union  customers  come  from  middle-to- 
upper  income  households.  For  example,  65  percent  of  savings  account  holders  at  credit  unions 
have  incomes  above  S30,000,  versus  54  percent  for  banks.  This  survey  indicates  that 
commercial  banks--not  credit  unions— play  a  more  significant  role  in  providing  financial 
services  to  lower  income  households. 

Surveys  by  both  CUNA  and  Simmons  Market  Research  Bureau,  Inc.  also  show  that 
credit  union  members  tend  to  be  better  educated  and  are  more  likely  to  have  a  professional  or 
managerial  job  as  compared  to  bank  customers.   For  example: 

*  Fifty-three  percent  of  interest- bearing  checking  account  holders  at  credit 
unions  have  either  attended  or  graduated  from  college,  versus  44  percent  for 
banks. 

*  Forty-nine  percent  of  savings  account  holders  at  credit  unions  have  either 
attended  or  graduated  from  college,  versus  43  percent  for  banks. 

*  Twenty-eight  percent  of  interest  bearing  checking  account  holders  at  credit 
unions  are  employed  as  professionals  or  managers,  versus  19  percent  for  banks. 

Expansion  of  the  Common  Bond 

The  concept  of  a  common  bond  shared  by  members  was  the  cornerstone  of  early 
credit  unions.  Because  all  shareholders  in  a  credit  union  had  their  funds  at  risk,  each  had  a 
personal  stake  in  the  financial  strength  of  his  credit  union.  The  requirement  that  members 
know  each  other  made  it  easier  to  make  sound  credit  judgements.  The  commonality  of 
interests  implied  by  the  common  bond  was  traditionally  the  essence  of  the  credit  union 
industry,  and  it  was  the  one  feature  that  distinguished  credit  unions  from  other  financial 
institutions. 

Up  until  the  mid-1960s,  'common  bond"  was  defined  by  federal  authorities  as  that 
"preexisting  condition  which  causes  the  members  of  the  group  to: 

*  associate  together  to  accomplish  common  loyalties  and  mutual  interests, 

*  be  extensively  acquainted  with  the  members  of  the  group,  and 

*  be  able  and  willing  to  work  together  to  accomplish  group  objectives." 

During  the  1970s,  however,  the  substance  of  the  common  bond  requirement  began  to 
change.  By  1980,  the  National  Credit  Union  Administration's  ("NCUA")  definition  of  common 
bond  was  "the  sharing  of  some  unifying  factor  or  characteristic  among  persons  which 
simultaneously  links  them  together  and  distinguishes  them  from  the  general  public."  With  this 
interpretation,  "common  bond"  ceased  to  represent  a  real  and  meaningful  association  of 
individuals,  and  instead  became  a  mere  technical  definition  easily  satisfied  by  a  wide  variety 
of  circumstances. 

This  regulatory  reinterpretation  of  the  common  bond  has  had  a  significant  impact  on 
the  growth  of  the  credit  union  industry.  For  example,  in  1981  the  field  of  membership  of  the 
Tucson  Teachers  Federal  Credit  Union  included  employees  of  the  public  school  systems,  the 
Tucson  Education  Association,  and  members  of  the  Pima  County  Retired  Teachers  Association. 
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Today,  the  Tucson  Federal  Credit  Union  ("Teachers"  has  been  dropped  from  the  name)  field  of 
membership  includes  the  Southern  Arizona  Light  Opera  Co.,  Mobile  Home  Owners  of  Arizona, 
Rollings  Chrysler-Plymouth,  Katie's  Beauty  Services,  Desert  Drip  Landscaping,  Sabino 
Electric,  the  Pizza  Factory,  the  Tucson  Bowling  Company,  and  some  eighty  other  unrelated 
employers  and  persons  retired  as  pensioners  or  annuitants  from  these  employers.  This 
expansion  in  the  field  of  membership  allowed  Tucson  Federal  to  increase  its  potential 
membership  base  from  29,356  at  year-end  1981  to  352,266  by  year-end  1988. 

This  is  neither  an  extreme  nor  unusual  example  of  the  results  of  NCUA's  credit  union 
chartering  policies.  The  $855  million  Eastern  Credit  Union  (formerly  Eastern  Airlines  Credit 
Union)  combines  nearly  600  unrelated  groups  ranging  from  the  Louisville  Fire  Department  to 
St.  Michael's  Cemetery.  Similar  chartering  policies  at  the  state  level  have  had  much  the  same 
impact  on  state-chartered  credit  unions.  For  example,  Utah  has  twelve  state-chartered  credit 
unions  each  of  which  has  a  field  of  membership  that  effectively  encompasses  the  entire 
population  of  the  state. 

Credit  Union  Services 

In  the  words  of  the  President  of  the  Credit  Union  Executives  Society,  ".  .  .  credit 
unions  are  not  just  some  guys  in  greasy  bib  overalls  sitting  in  the  back  of  a  plant  making  loans 
out  of  a  cigar  box."  In  fact,  credit  unions  have  evolved  into  multi-product  financial 
institutions  with  full-time  employees  and  well  paid  chief  executive  officers  ("CEOs"). 
According  to  a  1988  CUNA  survey,  non- volunteer  CEOs  of  credit  unions  received  an  average 
annual  salary  of  S32,263.  CEOs  of  credit  unions  with  SlOO  million  or  more  in  assets  were  paid 
an  average  of  $85,281,  with  the  top  25  percent  receiving  an  average  annual  salary  of  SI  19,142. 
A  growing  number  of  credit  unions  are  using  non-volunteer,  paid  employees.  For  example. 
Credit  Union  Magazine  observed  that  "Six  years  ago,  only  a  minority  of  credit  unions  had  full- 
time  employees;  today  67  percent  of  them  do." 

CUNA's  1988  Credit  Union  Report  lisu  over  thirty  selected  financial  products  and 
services  currently  offered  by  credit  unions,  including,  money  market  accounts,  home  equity 
loans,  and  business  checking  accounts.  Few  of  the  items  on  the  list  would  have  been  available 
two  decades  ago,  and  many  were  not  offered  even  at  the  beginning  of  the  1980s. 

CUNA  offers  a  broad  array  of  support  services  to  its  members,  which  enables  even 
small  credit  unions  to  offer  a  wide  variety  of  products.  For  example,  CUNA  and  its  affiliates 
offer  financial  services  to  member  credit  unions,  including  credit  and  debit  cards,  share  drafts, 
IRA  progranu,  and  travelers  checks  to  name  just  a  few.  CUNA  Mutual  provides  a  variety  of 
insurance  services  for  credit  unions  and  their  members.  The  corporate  credit  unions  (and  U.S. 
Central  Credit  Union)  provide  credit  unions  with  a  place  to  invest  excess  funds  and  to  borrow 
funds  if  loan  demand  is  high. 

With  CUNA's  support,  credit  unions  can  easily  match  the  retail  banking  services 
offered  by  a  community  bank  or  thrift  institution.  In  fact,  a  study  by  the  Federal  Reserve 
Bank  of  Kansas  City  found  that  "...  in  analyzing  the  competitiveness  of  credit  unions  relative 
to  other  depository  institutions,  it  may  be  more  realistic  to  view  the  credit  union  industry  as 
one  financial  network  with  thousands  of  branches  rather  than  thousands  of  small 
intermediaries."  Moreover,  through  the  use  of  Credit  Union  Service  Organizations  ("CUSO"), 
credit  unions  can  offer  operational  and  financial  services  that  banks  cannot  offer. 
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Taxation  Issues 

The  exemption  from  federal  income  taxation  is  an  important  influence  on  the  growth 
of  the  credit  union  industry.  It  allows  credit  unions  to  grow  much  more  rapidly  than  taxable 
institutions  by  effectively  lowering  their  cost  of  capital;  and  it  allows  credit  unions  to  offer 
products  and  services  at  a  relatively  lower  cost  than  their  taxable  competitors. 

The  following  example  illustrates  the  impact  of  the  tax  exemption  on  the  ability  of  a 
credit  union  to  accumulate  capital  to  support  asset  growth.  Assume  that  there  are  two 
depository  institutions,  each  with  assets  of  $25  million  and  equity  capital  of  6  percent. 
Assume  that  each  institution  will  have  future  before-tax  earnings  of  1  percent  of  average 
assets,  will  maintain  capital  of  6  percent,  and  will  add  all  after-tax  earnings  to  capital  (no 
dividends).  Now  impose  a  tax  rate  of  33  percent  on  one  of  these  institutions,  while  the  other 
remains  tax  exempt.  Under  these  circumstances,  the  tax-exempt  orBar^JT-.f'o  f.ould  grow  at  a 
rate  of  18  percent  per  year,  versus  a  growth  rate  of  12  percent  for  the  taxable  institution. 
Over  the  course  of  10  years,  the  tax-exempt  organization  would  grow  to  SI 33  million  in  size, 
while  the  taxpaying  organization  would  be  limited  to  total  assets  of  S76  million. 

The  tax  exemption  is  one  factor  that  enables  credit  unions  to  offer  a  combination  of 
lower  prices  on  loan  products  and  higher  rates  on  deposit  products  than  their  taxable 
counterparts.  Two  recent  surveys,  one  conducted  by  the  American  Banker  in  1988  and  the 
other  commissioned  by  the  Michigan  Bankers  Association  and  conducted  by  the  Prochnow 
Educational  Foundation  in  1987,  point  up  the  importance  of  product  pricing  in  attracting 
customers.  Specifically,  these  surveys  addressed  the  issue  of  why  customers  leave  their 
principal  depository  institution.  Other  than  factors  beyond  the  control  of  the  institution  (such 
as  changes  in  residence),  these  surveys  found  that  pricing  considerations,  including  better 
interest  rates  and  lower  services  fees,  play  a  major  role  in  a  consumer's  decision  to  switch 
financial  institutions.  The  American  Banker  survey  revealed  that  credit  union  customers  in 
particular  attached  the  greatest  importance  to  interest  rates,  easy  credit,  and  product  range  in 
their  selection  of  a  financial  institution.  For  bank  and  thrift  customers,  service  and 
convenience  ranked  highest  among  desired  attributes  of  a  financial  institution. 

The  sensitivity  of  consumers  to  the  pricing  of  products  and  services  may  help  to 
explain  the  rapid  growth  of  credit  union  assets  during  the  1980s.  As  federally  mandated 
ceilings  on  deposit  interest  rates  were  phased  out,  banks  and  thrifts  began  to  pay  market  rates 
on  deposits  and  to  explicitly  price  their  services.  With  the  switch  from  implicit  to  explicit 
pricing,  the  impact  of  the  credit  union  tax  exemption  was  no  longer  hidden  by  non-price 
competition  and  became  obvious  to  consumers. 

In  addition  to  the  competitive  implications  of  the  federal  tax  exemption,  there  are 
important  public  policy  issues  involved.  Credit  unions  were  originally  granted  the  tax 
exemption  by  analogy  with  cooperative  banks.  Credit  unions  were  comfortable  in  the  tax 
exempt  company  of  cooperative  banks,  mutual  savings  banks,  and  savings  and  loan  associations 
because  they  saw  themselves  as  having  similar  characteristics  and  purposes.  However,  the 
latter  institutions  lost  their  federal  tax  exemptions  in  1 951  because  Congress  determined  that 
they  had  become  indistinguishable  from  other  financial  institutions  offering  similar  services. 
The  evidence  in  this  study  suggests  that  because  credit  unions  operate  so  much  like  other 
depository  institutions,  a  similar  situation  currently  exists  with  respect  to  the  credit  union 
industry. 
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The  above-average  income  and  professional  status  of  the  typical  credit  union  member 
also  raises  equity  questions  with  respect  to  the  American  taxpayer.  In  light  of  the  current 
profile  of  credit  union  customers,  the  practical  effect  of  the  credit  union  tax  exemption  is  to 
subsidize  the  provision  of  financial  services  to  predominantly  higher  income,  better  educated 
people. 

Comparison  of  Credit  Unions  with  Community  Banks 

As  part  of  this  study,  balance  sheets  and  income  statements  were  constructed  for 
hypothetical  banks  and  credit  unions  with  SIO  million,  S2S  million.  $50  million,  and  SIOO 
million  in  asseu.  These  four  size  classes  were  chosen  because  the  bulk  of  bank/credit  union 
competition  takes  place  among  institutions  in  this  asset  range.  Among  other  things,  the 
comparisons  showed  that  credit  unions,  because  of  their  structure,  have  significant  cost 
advantages  over  banks.  Cost  advantages  are  important  because  they  permeate  virtually  every 
aspect  of  a  credit  union's  operations,  allowing  credit  unions  to  offer  lower  rates  on  loans, 
higher  rates  on  shares,  and  lower  prices  on  services. 

In  each  size  group,  the  average  credit  union  has  lower  operating  costs  than  a 
comparable  community  bank.  There  are  several  reasons  for  the  lower  overhead  costs, 
including: 

*  credit  unions  often  have  sponsor  donated  space  and  equipment  which  lowers 
occupancy  costs; 

*  credit  union  sponsors   will   frequently  direct  deposit   payroll  checks   into  the 
credit  union  which  lowers  the  cost  of  gathering  deposits; 

*  credit  unions  do  not  "expense*  their  deposit  insurance  premiums  to  their  share 
insurance  fund; 

*  credit  unions  have  a  higher  percentage  of  savings- type  accounts  which  are  less 
costly  to  maintain  than  transaction  accounts;  and 

*  credit  unions  often  have  some  volunteer  employees  which  helps  to  reduce  their 
payroll  expense. 

On  average,  overhead  expenses  for  the  four  sample  credit  unions  were  3.26  percent  of 
average  assets  compared  to  3.94  percent  for  the  four  sample  banks — a  difference  of  68  basis 
points.  For  institutions  with  SIO  million  in  assets,  the  difference  is  even  more  dramatic, 
totaling  IIS  basis  points.  This  advantage  of  lower  overhead  expenses  is  large  enough  to  rival 
or  exceed  the  advantage  of  the  credit  union  tax  exemption. 

Credit  unions  are  exempt  from  federal  income  taxes.  The  four  sample  commercial 
banks  paid  average  taxes  of  28  percent  of  income,  or  0.27  percent  of  average  assets.  The 
significance  of  the  credit  union  tax  exemption  on  both  the  pricing  of  products  and  services 
and  the  cost  of  capital  has  been  discussed. 
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In  addition  to  the  tax  exemption,  there  are  other  factors  which  influence  the  capital 
costs  of  banks  versus  credit  unions.  For  example,  credit  unions  are  allowed  to  operate  with 
lower  equity  capital  levels.  On  average,  the  four  sample  credit  unions  maintained  capital  equal 
to  6.87  percent  of  average  assets,  versus  8.60  percent  for  the  four  sample  banks.  (Credit  union 
capital  may  actually  be  somewhat  overstated  because  credit  unions  are  permitted  to  carry  their 
'deposit'  in  the  insurance  fund--equal  to  1  percent  of  insured  shares--as  an  asset.) 

Moreover,  credit  unions  do  not  'pay*  for  equity  in  the  same  manner  as  commercial 
banks.  The  entire  capital  base  of  a  credit  union  is  composed  of  (tax  free)  retained  earnings 
from  previous  years  or  contributions  from  individuals.  On  the  other  hand,  the  cost  of  capital 
is  significant  for  banks  because  dividends  absorb  a  major  portion  of  earnings.  For  example, 
from  an  average  net  income  of  0.98  percent  of  average  assets,  the  hypothetical  banks  paid  cash 
dividends  on  stock  equal  to  0.37  percent  of  average  assets.  This  leaves  the  average  bank  with 
only  0.34  percent  of  average  assets  (after  taxes)  to  build  equity,  versus  a  net  income  of  0.97 
percent  of  average  assets  for  credit  unions. 

Finally,  credit  unions--even  those  credit  unions  with  community-based  charters — are 
not  subject  to  Community  Reinvestment  Act  requirements.  While  it  is  difficult  to  quantify  the 
cost  of  compliance  with  these  regulations,  they  are  nonetheless  a  very  real  cost  for  banks  and 
thrifts. 

The  balance  sheet  comparison  reveals  that  the  credit  union  tax  exemption,  while 
important,  is  only  one  of  several  elements  influencing  the  competitive  situation  between  banks 
and  credit  unions.  Even  if  the  tax  exemption  were  removed,  credit  unions  will  retain  the 
advantage  of  past  tax-free  accumulation  of  capital  and  will  still  have  lower  overhead  costs  than 
similar-sized  commercial  banks. 

Another  interesting  conclusion  of  the  balance  sheet  comparison  is  that  the  imposition 
of  income  taxes  would  not  result  in  irreparable  damage  to  the  credit  union  industry  as  some 
have  suggested.  Rather,  the  likely  result  would  be  an  expansion  in  net  interest  margins  (via 
higher  loan  yields  and  lower  deposit  interest  rates)  and  an  increase  in  service  fee  income. 

Credit  Union  Competitiveness 

The  loose  interpretation  of  the  common  bond,  the  above  average  profile  of  the  credit 
union  customer  base,  the  broad  range  of  products  and  services  that  credit  unions  offer,  the 
rapid  industry  growth  rates,  and  the  income  tax  exemption  combine  to  raise  questions  about 
the  competitive  situation  between  credit  unions  and  other  depository  institutions. 

Many  bankers  interviewed  in  conjunction  with  this  study  illustrated  the  intensity  of 
this  competition  and  expressed  a  sense  of  urgency.  Time  and  again  these  bankers  cited 
examples  of  consumer,  agricultural,  and  commercial  loans  lost  to  credit  unions  due  to  more 
favorable  rates  and  terms.  These  were  not  loans  made  to  individuals  or  corporate  entities  of 
limited  means  with  no  other  credit  alternatives. 

There  are  clear  instances  where  credit  unions  are  operating  in  a  fashion  identical  to 
commercial  banks.  For  example,  the  Chetco  Federal  Credit  Union  ('Chetco')  is  an  S82  million 
institution  located  in  Brookings,  Oregon,  with  a  membership  base  that  includes  any  individual 
who  lives  or  works  in  Curry  County,  or  is  related  to  a  member.  Further,  any  organization, 
business,  corporation,  partnership,  or  other  group  located  in  Curry  County  is  eligible  to  join. 
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This  field  of  membership  and  Chetco's  operating  strategy  have  resulted  in  a  balance  sheet  that 
is  almost  identical  to  that  of  a  commercial  bank  operating  in  the  same  market  area;  for 
example,  both  the  bank  and  the  credit  union  have  commercial  loans  equal  to  20  percent  of 
total  assets.  There  are  two  notable  differences,  however— Chetco  grew  by  13.5  percent  in  1988 
while  the  bank  grew  by  less  than  two  percent;  and  Chetco  paid  no  federal  income  taxes. 

Admittedly,  the  Chetco  example  and  the  banker  comments  are  anecdotal  evidence. 
They  cannot,  however,  be  dismissed.  Bankers  know  with  whom  they  are  competing  and  to 
whom  they  are  losing  business. 

The  explosion  in  aggregate  credit  union  assets,  particularly  during  this  decade,  seems 
to  validate  the  concerns  bankers  are  expressing.  It  is  likely  that  the  largest  part  of  the  $127 
billion  in  new  assets  credit  unions  generated  between  1980  and  1988  came  at  the  expense  of 
other  depository  institutions.  To  the  extent  that  this  growth  is  due  to  competitive  advantages 
of  credit  unions,  the  complaints  of  bankers  are  justified. 
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TESTIMONY 

The  cooperative  credit  union  movement  was  born  in  Europe 
during  the  mid  1800^.   The  first  credit  union  was  organized  in 
Belgium  in  1848  during  a  period  of  severe  economic  depression.  At 
the  same  time,  cooperative  credit  societies  were  being  developed  in 
Germany  to  provide  a  seif-heip  vehicle  for  the  shopkeepers,  urban 
workers  and  farmers  who  had  been  forced  to  pay  usurious  rates 
charged  by  the  area  money  lenders.  These  societies  were 
democratically  controlled,  all  capital  came  from  the  savings  of  the 
members,  and  they  were  open  to  voluntary  membership.  The  credit 
union  system  crossed  nautical  borders  through  religious  institutions. 

By  1900,  the  financial  cooperative  idea  had  traveled  to  Canada 
and  In  1909,  the  first  credit  union  was  organized  in  the  United  States 
by  Saint  Mary's  Bank.  This  first  religious  based  credit  union  proved 
so  successful  that  by  1935,  thirty-eight  (38)  states  and  the  District  of 
Columbia  had  laws  permitting  the  establishment  of  credit  unions  and 
over  3,000  were  organized. 

In  1934,  Congress  passed  the  Federal  Credit  Union  Act  "to 
establish  a  Federal  Credit  Union  System,  to  establish  a  further  market 
for  securities  of  the  United  Sates  and  to  make  more  available  to 
people  of  small  means  credit  for  provident  purposes  through  a 
national  system  of  cooperative  credit,  thereby  helping  to  stabilize  the 
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credit  structure  of  the  United  States."  The  Act  set  the  basic  structure 
which  governs  Federal  credit  unions  today. 

If  we  read  this  paragraph  again,  the  terms  "people  of  small 
means"  and  "for  provident  purposes"  hold  the  most  meaning.   Fifty 
(50)  years  later  in  1994,  there  is  a  structure  for  low  income  people 
and  minorities  in  America  to  establish  a  "national  system  of 
cooperative  credit." 

Chairman  Gonzalez,  according  to  the  National  Credit  Unions 
Administration,  the  definition  of  a  small  credit  union  is  one  with  less 
than  $2,000,000  in  assets.  Approximately  580  of  these  are  religious 
based  credit  unions  ("RBCUs").  Altogether,  there  are  2,000  small 
credit  unions.  These  credit  unions  operate  with  dedication  and  a 
competent  staff  of  volunteers.   Of  these  2,000,  1,400  are  without 
computers. 

Chairman  Gonzalez,  the  members  of  CRCU  wish  to  report  on  the 
State  of  the  Religious  Based  Credit  Unions  ("RBCUs")  as  follows: 

I  am  sure  that  you  will  hear  of  record  growth  in  the  credit  union 
industry  in  shares,  loans  and  members.  The  top  100  credit  unions 
control  almost  27%  of  industry  assets,  approximately  18  billion 
dollars.   However,  with  regard  to  RBCUs,  the  picture  is  not  as  bright. 
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There  are  currently  759  RBCUs  with  2  billion  dollars  in  assets. 
Of  those  759  RBCUs,  589  of  which  have  a  CAMEL  rating  of  3,  56  have 
a  CAMEL  rating  of  4,  and  2  have  a  CAMEL  5.  This  places  447  RBCUs 
at  risk  of  closure  by  the  National  Credit  Union  Administration.   Many 
of  these  RBCUs  have  held  these  low  CAMEL  ratings  for  over  10  years 
and  have  therefore  not  been  able  to  grow  and/or  increase  services  to 
their  members.   CRCU  holds  that  the  CAMEL  rating  system  actually 
discriminates  against  small  credit  unions  by  requiring  additional 
capital  and  by  having  arbitrary  ratings  for  Management. 

Chairman  Gonzalez,  these  RBCUs  are  more  likely  to  serve 
people  of  small  means  and  are  more  likely  to  be  located  in  low 
income  and  minority  communities.   However,  even  with  the  signing  of 
the  Community  Development  Financial  Institution  Act  of  1994  these 
credit  unions  will  be  overlooked,  avoided  and  dismissed  as 
insignificant  in  delivering  financial  services  to  low  income 
populations.   Instead  of  taking  measures  to  technically  improve  and 
educate  to  ensure  their  success,  many  RBCUs  will  be  forced  to  close 
their  doors  by  pending  Truth  In  Savings  regulation.   CRCU  holds  that 
if  there  is  a  seriousness  of  purpose  to  increase  the  availability  of 
credit  In  low  income  and  minority  communities,  by  creating  a  pool  of 
funds  for  reinvestment,  that  It  can  best  be  done  by  allowing  these 
communities  to  build  and  develop  their  own  depository  financial 
institutions  through  the  credit  union  structure. 
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Chairman  Gonzalez,  I,  as  the  National  Director  of  the  Congress 
of  Religious  Credit  Unions,  and  my  members  across  America 
sincerely  appreciate  your  interest  for  people  of  small  means  and  we 
know  that  your  intentions  are  good.  Therefore  we  wish  to  suggest  a 
less  expensive  and  more  effective  way  to  provide  credit  by  expanding 
development  of  depository  financial  institutions.  A  community's 
problem  can  best  be  solved  by  that  community. 

Chairman  Gonzalez,  the  members  of  CRCU  offer  the  following 
solutions  for  expanding  credit  to  low  income  and  minority 
communities: 

1.  The  NCUA  must  develop  a  training  and  certification 
program  which  concentrates  on  developing  successful 
loan  programs  for  the  operation  of  full  service  safe  and 
sound  credit  unions  in  low  income  and  minority 
communities. 

2.  The  NCUA  currently  has  no  meaningful  outreach  program 
for  the  chartering  and  improvement  of  minority  and  low 
Income  credit  unions,  and  the  Community  Development 
Credit  Union  Office  has  a  staff  of  three  (3).  CRCU  deems 
the  NCUA  staff  inadequate  in  number  to  respond  to  the 
technical  needs,  both  education  and  training,  of  well  over 
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805  religious  based  and  low  Income  community 
development  credit  unions. 

CRCU  currently  administers  a  program  geared  specifically 
to  provide  continued  education  and  training  to  religious 
based  and  low  Income  community  credit  unions. 
Presently,  this  program  is  funded  by  the  participating 
credit  union.  Consequently,  program  participation  Is 
limited  by  a  credit  unions  ability  or  inability,  as  is  often 
the  case  to  pay  for  contractor  services.  CRCU  has 
developed  a  program  to  expand  its  technical  support,  visa 
vie  education  and  training,  to  religious  based  and  low 
income  community  development  credit  unions,  which  can 
be  funded  from  the  NCUA  operational  surplus  currently 
projected  at  50  million  dollars.  CRCU  suggests  that  10%  of 
the  NCUA  surplus  be  used  to  fund  outreach  and  training 
programs. 

3.       The  SBA  must  extend  the  small  business  loan  Guarantee 
Program  to  Credit  Unions.   CRCU  is  developing  a  program 
that  uses  the  current  SBA  loan  document  guarantee 
program  as  a  model.   If  this  Program  were  expanded  to 
include  credit  unions,  the  SBA  would  have  an  additional 
12,000  loan  outlets  available. 
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4.       Through  the  Community  Development  Financial  Institution 
Act  of  1994,  the  new  Community  Development  Fund  must 
actively  seek  out  existing  low  income  and  minority  credit 
unions  for  equity  inspections  and  deposits. 

Chairman  Gonzalez,  the  purpose  for  expanding  CRA  to  Credit 
Unions  is  to  expand  credit  to  low  income  and  minority  communities. 
However,  CRCU  feels  that  this  can  best  be  achieved  by  allowing 
minority  and  low  income  communities  to  develop  their  own  safe  and 
sound  depository  financial  institutions  through  the  credit  union 
structure.  The  suggestions  of  CRCU  involve  expanding  unused 
resources  with  funding  that  is  in  place,  and  using  existing  oversight 
powers  of  Congress  to  ensure  that  this  mission  of  expanding 
services  to  low  income  communities  is  completed. 
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Savings  &  Community  Bankers 

of  America 

Paul  A.  Schosbf.rg 

Piesiileiir  <$  Chief  E\etiilive  Officer 

October  4,  1994 


The  Honorable  Henry  B.  Gonzalez  "^  ^Vl 

Chairman  \      ^»     ^3^ 

Committee  on  Banking,  Finance  rj^       ^    ^<^ 
and  Urban  Affairs  *  "^      -^       ^ 

2129  Raybum  House  Office  Building  ^y%      '^    O 

Washington,  DC   20515  %%       't 

Dear  Mr.  Chairman:  \    •* 

Savings  &  Community  Bankers  of  America  congratulates  you  on  your  initiative  to  hold 
hearings  to  examine  the  condition  of  the  credit  union  industry.    SCBA  believes  credit  unions 
should  be  welcomed  to  full  citizenship  in  the  community  of  depository  institutions  including 
the  rights,  privileges  and  obligations  that  entails.   The  financial  marketplace  has  become 
more  competitive,  blurring  many  of  the  traditional  dividing  lines  that  formerly  separated 
service  providers.   Within  it,  the  credit  union  industry  has  moved  and  continues  to  move 
away  from  its  traditional  role  into  the  mainstream  of  the  banking  business. 

The  National  Credit  Union  Administration,  however,  in  response  to  the  potential  exodus  to 
its  regulated  population  proposes  to  adopt  a  "captive  industry"  approach  and  increase  the 
barriers  to  exiting  the  NCUA  system.   This  action  is  in  direct  contradiction  to  the  other 
recent  actions  of  the  NCUA  broadening  the  field  of  membership  of  credit  unions  to  allow 
disparate  groups  to  join  together  in  a  single  credit  union  and  the  ability  of  multiple  credit 
unions  to  share  deposit  facilities.   All  of  NCUA's  actions  in  the  recent  past  have  had  the  goal 
of  expanding  the  ability  of  credit  unions  to  compete  in  the  financial  services  market.    Even  as 
that  process  has  accelerated,  the  industry  has  closely  guarded  the  special  status  of  credit 
unions  as  exempt  from  federal  taxation  and  Community  Reinvestment  Act  requirements. 

Just  at  the  time  that  some  credit  unions  wish  to  take  perhaps  the  ultimate  competitive  step 
and  become  full-fledged,  tax-paying  members  of  the  financial  services  community,  the 
NCUA  objects.    Such  regulatory  actions  are  transparently  self-serving.    Further,  the  NCUA 
is  attempting,  in  an  abridgment  of  free-speech  principles,  in  effect  to  outlaw  consideration  by 
boards  of  federal  credit  unions  of  even  the  concept  of  conversion.   Conversion  may  be  the 
appropriate  course  of  action  for  a  credit  union  that  wishes  to  increase  its  competitive  ability 
by  acquiring  other  customer  relationships  even  beyond  the  ever  looser  grip  of  the  common 
bond.   Unfortunately,  NCUA  attempts  to  improperly  expand  its  regulatory  reach  to  chill  the 
ability  of  credit  unions  to  explore  this  option. 


SatingM  &  (kNnmunil>  Bankers  of  America 

900 Nineteenth  St,  N.W.,  Suite  400,  Washington,  D.C.  20006  4  TEL  (202)  857-3111 
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On  a  related  note,  SCBA  testified  last  week  before  the  House  Banking  Consumer  Credit  and 
Insurance  Subcommittee  that  the  Community  Reinvestment  Act  should  be  applied  to 
geography-based  or  community-chartered  credit  unions  and  to  credit  unions  serving  multiple 
employer  groups  from  one  metropolitan  area.    It  is  to  these  "come-one,  come-all"  credit 
unions,  where  the  common  bond  has  been  severely  if  not  totally  diluted,  that  application  of 
CRA  is  needed  to  ensure  that  all  segments  of  the  community  are  being  served.   There  is  no 
other  way  for  these  geographically-based  credit  unions  to  demonstrate  that  their  lending 
programs  benefit  all  segments  of  their  local  communities. 

Finally,  SCBA  urges  Congress  and  the  Administration  to  give  early  consideration  next  year 
to  reviewing  and  revising  the  tax  treatment  of  credit  unions.   In  1992,  the  Administration 
raised  the  possibility  of  imposing  federal  income  tax  on  credit  unions  whose  assets  exceed 
$50  million.   It  would  have  made  only  9  percent  (or  1,139  institutions)  of  all  federally 
insured  credit  unions  taxable,  although  they  hold  approximately  64.7  percent  of  all  federally- 
insured  credit  union  assets.   The  proposal  makes  even  more  sense  today. 

Large  credit  unions  have  been  adding  rapidly  in  every  dimension,  to  their  product  array, 
membership  numbers  and  asset  size.   From  1989  to  1994,  the  credit  union  industry  grew 
from  $206  billion  to  $277.2  billion.   In  1989,  six  credit  unions  had  over  $1  billion  in  assets; 
by  1993,  there  were  thirteen.   The  savings  institution  industry  had  only  $107  billion  in  assets 
in  1963  when  it  became  subject  to  federal  income  taxes  and  far  fewer  powers  than  credit 
unions  enjoy  today. 

The  special  status  of  credit  unions  needs  to  be  re-examined  in  light  of  sweeping  changes  that 
have  occurred  in  the  financial  marketplace.   Credit  unions  are  worthy  competitors  that  should 
have  the  confidence  to  operate  without  special  benefits  in  the  effort  to  service  the  public  most 
efficiently. 

Savings  &  Community  Bankers  of  America  stands  ready  to  assist  in  any  way  possible  to 
address  these  issues. 

Thank  you. 

Sincerely, 


Paul  A.  Schosberg 
Enclosures 
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Mr.  Chairman  and  members  of  the  Subcommittee,  my  name  is  Cornelius  Mahoney.   I  am 
President  and  Chief  Executive  Officer  of  Woronoco  Savings  Bank,  a  mutual  institution  in 
Westfield,  Massachusetts.   Woronoco  Savings  Bank  was  established  over  100  years  ago  and 
now  has  S258  million  in  assets.   The  bank  specializes  in  helping  the  individual  realize  the 
American  dream.   As  author  James  Humes  said,  'The  American  dream  ends  with  the 
purchase  of  a  home,  but  it  begins  with  a  community  bank.' 

Today  I  am  rq)resenting  Savings  &  Community  Bankers  of  America  (SCBA),  which  I  serve 
^  a  member  of  the  Board  of  Directors.    I  am  also  Chairman  of  the  Massachusetts  Bankers 
Association.   SCBA  represents  an  industry  of  more  than  2,200  savings  and  community 
financial  institutions  throughout  the  United  States  with  more  than  16,000  offices,  285,000 
employees  and  nearly  $1  trillion  in  assets. 

SCBA  commends  you  in  the  strongest  terms  for  holding  this  hearing  on  extending  the 
Community  Reinvestment  Act  to  credit  unions.   Your  hearing  represents  the  first  time  in 
recent  memory  that  any  member  of  Congress  has  agreed  to  look  seriously  at  the  special 
status  that  credit  unions  enjoy. 

SCBA  takes  great  pride  in  the  iact  that  it  was  at  our  Government  Affairs  Conference  earlier 
this  year  that  you  publicly  proposed  to  review  whether  to  extend  CRA  to  credit  unions.  At 
the  time,  you  said  it  was  the  right  thing  to  do.   It  is  the  right  public  policy  stq). 

I  want  to  state  at  the  outset  that  I  have  nothing  against  the  credit  union  industry,  particularly 
those  small  credit  unions  which  have  not  strayed  beyond  their  tiaditiona]  common  bond. 
Most  of  them  do  a  fine  job  of  providing  service  to  their  members.   The  problem  arises  when 
the  line  between  credit  unions  and  banks  becomes  virtually  indistinguishable.   CRA  should  be 
applied  to  geography-based  or  community-chartered  credit  unions  and  to  credit  unions 
serving  multiple  employer  groups  from  one  metropolitan  area.   It  is  these  "come-one,  come- 
all"  credit  unions,  where  the  common  bond  has  been  severely  if  not  totally  diluted,  that 
application  of  CRA  is  needed  to  ensure  that  all  segments  of  the  community  are  being  served, 
lliere  is  no  other  way  for  these  geographically-based  credit  unions  to  demonstrate  that  their 
lending  programs  benefit  all  segments  of  their  local  communities.   Credit  unions  with  little 
left  in  the  way  of  a  common  bond  should  be  required  to  reach  out  and  serve  all  members  of 
the  communities  in  which  they  are  located,  including  low-  and  moderate-income  consumers. 
Continued  growth  and  prosperity  of  our  local  communities  depends  on  the  commitment  of  all 
depositories  in  a  community  to  CRA,  not  just  FDIC-insured  institutions. 

A  policy  debate  over  the  expansion  of  the  common  bond,  and  exemption  from  taxes,  is 
warranted.   The  fmancial  marketplace  has  become  more  competitive,  blurring  many  of  the 
traditional  dividing  lines  that  formerly  separated  service  providers.   Within  it,  the  credit 
union  industry  has  moved  and  continues  to  move  away  ^m  its  traditional  role  into  the 
mainstream  of  the  banking  business.    Credit  unions  should  be  welcomed  to  full  citizenship  in 
the  community  of  depository  institutions  including  the  rights,  privileges  and  obligations  that 
entails. 
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TF  TT  LOOKS  TTKK  A  BANK  AND  OPERATES  LIKE  A  BANK    IT  SHOUI.D  BE 
STTBIECTT  TO  CRA 

There  is  an  old  axiom:  if  it  walks  like  a  duck,  talks  like  a  duck,  acts  like  a  duck,  chances  are 
it  is  a  duck.   Credit  unions  by  their  own  words  and  deeds  have  moved  more  and  more  into 
the  main  stream  of  banking  business.   Many  credit  unions  are  full  participants  in  the  fmancial 
marketplace,  often  blanketing  whole  communities  with  advertising.   Much  of  this  advertising 
of  loans  and  products  does  not  indicate  whether  membership  is  required.   The  same 
marketing  efforts  of  credit  unions  regularly  promote  higher  nominal  rates  of  interest  on 
savings  and  lower  charges  on  loans.   Credit  unions  looking  like  banks,  acting  like  banks,  and 
competing  with  banks,  should  also  comply  with  CRA,  just  like  banks.   Here  are  but  a  few 
illustrative  examples: 

•  Citizens  Equity  Federal  Credit  Union  (Peoria,  IL;  assets:  $1  billion)  advertises  same 
day  loan  approval;  mortgage  loans  serviced  locally;  no-annual-fee  Visa  cards;  no-fee 
and  no-minimum-balance  checking  accounts;  and  fne  transactions  at  over  80  money 
center  locations. 

•  Brotherhood  Credit  Union  (Lynn,  MA;  assets:  $70  million)  advertises  a  full  range  of 
banking  services  including:  savings  accoimts,  NOW  accounts,  term  deposit  accounts, 
retirement  plans,  mortgage  loans,  home  improvement  loans,  automobile  loans, 
personal  money  orders,  travelers  checks,  direct  deposits,  and  notary  public  services. 

•  Warrick  Federal  Credit  Union  (Newbrugh,  IN;  assets:  $102  million)  promotes  itself 
as  providing  "better  services  than  banks"  with  "lower  loan  rates  and  higher  savings 
rates"  and  that  "membership  is  open  to  almost  anyone  who  lives  or  works  in  Warrick 
County  or  is  related  to  someone  that  does. " 

•  Banta  Credit  Union  (Manasha,  WI;  assets:  $50  million)  provides  "total  financial 
services"  including  low  cost  Visa/Mastercard,  high  interest  savings  accounts,  IRAs, 
CDs,  money  market  accounts,  insurance  benefits,  "fast  friendly  loan  service  for  any 
need,"  investment/brokerage  services;  TYME  ATM  cards,  and  safety  deposit  boxes. 

•  Indiana  University  Credit  Union  (Bloomington,  IN;  assets:  $70  million)  describes 
itself  as  a  "full  service  fmancial  institution."   The  advertisement  says  that  credit  union 
membership  is  required  but  extends  an  invitation  to  all  Red  Cross  volunteers  to 
become  members  of  the  organization. 

•  Guardian  Credit  Union  (West  Allis,  WI;  assets:  $70  million)  says  it  provides  "full 
banking  services"- including  free-checking,-no-minimum -balances, -Mastercard  and 
Visa  cards,  and  lower  loan  rates. 

•  Landmark  Credit  Union  (Waukesha,  WI;  assets:  $121  million)  does  not  indicate  in  its 
advertisement  whether  credit  union  membership  is  required,  but  says  that  it  does  offer 
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fair  rates,  convenient  hours,  timely  closings,  and  interest  on  escrow. 

If  credit  unions  are  so  interested  in  identifying  themselves  as  full-service  banking  institutions, 
they  should  be  equally  interested  in  complying  with  CRA  and  paying  taxes  as  we  do.   Credit 
unions,  for  the  most  part,  are  no  longer  unique  dqwsitory  institutions.  The  general  public 
often  finds  little  differatce  between  dealing  with  a  credit  union  and  with  other  lending 
institutions.   Congress  should  make  no  distinction  in  dealing  with  them  either. 


THE  LACK  OF  A  COMMON  BOND  UNDERSCORF  THF  NFFD  TO  EXTEND  CRA 

The  common  bond  relationship  that  credit  unions  once  had  with  their  members  is 
evaporating.   In  the  beginning,  credit  unions  were  formed  by  and  for  people  of  basically 
modest  means  who  had  a  similar  occupation  or  association  to  produce  a  cooperative  lender. 
The  Federal  Credit  Union  Act  states: 

"Federal  credit  union  membership  shall  be  limited  to  groups  having  a  common  bond 
of  occupation  or  association  or  to  groups  within  a  well-defined  neighborhood, 
community,  or  rural  district."  (12  U.S.C.  1759) 

For  many  years,  the  "common  bond"  was  strictly  construed.   Each  credit  union  served  a 
rather  small  and  well-defined  group  of  members.   However,  recent  years  have  seen  the 
common  bond  limitation  —  the  principle  on  which  credit  unions  were  founded  —  become  so 
watered  down  as  to  become  a  legal  fiction. 

Whether  such  expansion  of  the  common  bond  is  in  fact  allowable  under  some  interpretations 
of  the  statute,  as  several  courts  are  currently  debating,  is  not  the  central  issue  here  today. 
The  key  concern  today  is  that  —  as  the  General  Accounting  Office  appropriately  pointed  out 
three  years  ago  —  Congress  should  clarify  the  future  role  of  credit  unions  as  depository 
institutions.   Credit  unions  were  granted  special  benefits,  such  as  being  exempt  from  federal 
taxes,  because  they  served  individuals  joined  together  by  a  restrictive  common  bond.   With 
the  attenuation  of  the  common  bond  concept,  the  special  benefits  these  credit  unions  enjoy 
should  disappear  as  well.   The  segments  of  the  local  community  served  by  credit  unions  are 
now,  in  many  parts  of  the  country,  indistinguishable  from  those  served  by  banks  and  savings 
institutions. 

The  relentless  and  continued  expansion  of  the  credit  union  field  of  membership  is  directly 
attributable  to  policies  of  the  National  Credit  Union  Administration.    NCUA  policy  now 
allows  credit  unions.that  have  Jiistorically  served-well^efined.groups,.^uch  as.  employees  of  a 
specific  company,  to  adopt  all-encompassing  "community"  charters,  whereby  the  credit  union 
can  serve  the  general  public  over  wide  geographic  areas.    Credit  unions  may  include,  under 
one  credit  union  "umbrella,"  several  unrelated  membership  groups.    Several  credit  unions 
may  now  share  the  same  branch  office,  a  practice  questionable  ft'om  an  antitrust  standpoint. 
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Some  credit  unions  seemingly  have  developed  an  acute  thirst  for  new  members.   From  an 
economic  perspective,  the  expansion  of  the  common  bond  is  fairly  easy  to  understand  even 
though  it  has  undermined  the  traditional  character  of  credit  unions.  The  reduction  in 
traditional  manufacturing  jobs  has  caused  credit  unions  to  seek  markets  to  replace  business 
lost  to  employer  (member)  attrition.   Credit  unions  have  sought  a  broadening  of  the  common 
bond  to  add  assets  and  keep  their  earnings  growing.   Communicators  Federal  Credit  Union  in 
Houston,  Texas,  recently  received  permission  ftom  the  NCUA  Regional  Administrator  to 
expand  its  field  of  membership  to  add  all  retirees  and  senior  citizens  living  within  a  25  mile 
radius  of  Houston.   This  means  the  addition  of  nearly  580,000  potential  customers  to 
Communicators'  current  membership  of  just  over  28,000,  an  increase  of  nearly  twenty-fold. 
In  an  even  more  recent  case,  the  Lima  Superior  Community  Federal  Credit  Union  in  Ohio 
was  allowed  to  expand  its  charter  to  add  more  than  25,000  potential  customers  fix>m  eight 
rural  townships  to  its  current  membership  of  just  over  14,000.   Direct  Federal  Credit  Union 
in  Needham  Heights,  Mass.  began  as  the  credit  union  for  Polaroid  employees  and  now  serves 
64  companies  including  Staples,  Cellular  One,  Lotus,  Lechmere,  and  Reebok. 

The  common  bond  has  traditionally  been  the  distinguishing  fector  in  the  definition  of  a  credit 
union;  but  should  the  focus  for  a  credit  union  terminate,  then  so  long  as  there  are  other 
community  resources  that  can  meet  the  financial  needs  of  the  membership,  the  credit  union 
should  consider  closing. 

NCUA's  policy  of  allowing  credit  unions  to  serve  the  general  public  without  serious  regard 
to  commonality  of  members  is  changing  the  character  of  many  credit  unions  from  financial 
cooperatives  that  serve  small  groups  to  large  commercial  enterprises  indistinguishable  from 
many  banks  and  savings  institutions. 

The  expansion  and  diffusion  of  credit  union  membership  further  heightens  the  need  for  CRA- 
type  requirements  for  credit  unions.     It  made  complete  sense  to  have  only  a  limited 
community  support  evaluation  under  the  original  limited  field  of  memt>ership  restrictions.    It 
makes  absolutely  no  sense  for  credit  unions  to  remain  exempt  from  CRA  based  on  an  out- 
moded and  out-dated  notion  of  membership  that  is  no  longer  reflective  of  economic  reality. 

Community  reinvestment  obligations  of  broad-based  credit  unions  should  be  judged  on  the 
basis  of  the  geographic  community  in  which  they  serve.    There  is  no  reason  to  differentiate 
between  a  credit  union  that  makes  a  loan  to  a  member's  child  who  does  not  live  in  the 
community  from  a  savings  institution  or  bank  that  makes  a  loan  outside  of  the  community  it 
has  delineated  for  CRA  purposes.    Without  CRA,  it  is  difficult,  if  not  impossible  for  such 
credit  unions  to  demonstrate  they  have  devised  lending  programs  that  enhance  their  entire 
local  community.  .There  is  no  other  wayJor.Congress-and-the  American  .public  to  know  for 
sure. 
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T  ARfiF.  rREDIT  UNIONS  HAVE  STRAYED  FROM  THEIR  FOUNDING  PRINCIPLES 

There  are  really  two  distinct  credit  union  industries  today.  The  first  adheres  to  a  narrow 
common  bond,  uses  volunteer  sta^,  operates  in  church  basements  and  fiactory  backrooms, 
and  offers  a  limited  product  line.   The  second  group  -  often  the  larger  credit  unions  —  is 
professionally  staffed  and  offers  a  full  range  of  financial  services.   Some  of  these  tax-free 
businesses  operate  from  expensive  buildings,  have  large  advertising  budgets  and  may  even 
have  overseas  offices.   Such  credit  unions  are  active  participants  in  the  financial  marketplace, 
virtually  indistinguishable  from  banks  and  savings  institutions  in  the  fiiU  range  of  services 
offered  -  real  estate  loans,  credit  and  debit  cards,  IRAs,  student  and  consumer  loans,  home 
equity  loans,  and  even  agricultural  and  commercial  loans.   These  same  credit  unions  now 
offer  far  more  services  than  they  did  when  they  were  exempted  from  the  original  CRA 
requirements. 

This  credit  union  growth  was  fecilitated  by  federal  insurance,  the  loosening  of  the  restriction 
on  the  "common  bond'  requirement  and  tax-preferred  status.  The  fact  that  credit  unions  pay 
no  federal  taxes  on  their  earnings  oiables  credit  unions  to  pay  higher  interest  on  deposits  and 
charge  less  for  their  services  on  a  competitive  basis  than  banks  and  savings  institutions. 

Large  credit  unions  have  been  adding  rapidly  in  every  dimension  to  their  product  array, 
membership  numbers  and  asset  size.   From  1989  to  1994,  the  credit  union  industry  grew 
frt>m  $206  billion  to  $277.2  billion.  In  1989,  six  credit  unions  had  over  $1  billion  in  assets; 
by  1993,  there  were  twelve.  The  savings  institution  industry  had  $107  billion  in  assets  in 
1963  when  it  became  subject  to  federal  income  taxes  and  far  few  powers  than  credit  unions 
enjoy  today. 

SCBA  urges  Congress  and  the  Administration  to  give  early  consideration  next  year  to 
reviewing  and  revising  the  tax  treatment  of  credit  unions.   In  1992,  the  Administration  raised 
the  possibility  of  imposing  federal  income  tax  on  credit  unions  whose  assets  exceed  $50 
million.   It  would  have  made  only  9  percent  (or  1,139  institutions)  of  all  federally  insured 
credit  unions  taxable,  although  they  hold  approximately  64.7  percent  of  all  federally-insured 
credit  union  assets.   The  proposal  makes  even  more  sense  today. 


CREDIT  UNIONS  HAVE  INCREASED  THEIR  INVOLVEMENT  IN  HOUSING 
WITHOUT  ANY  CRA  ACCOUNTABILITY 

Many  credit  unions  have  dramatically  increased  their  involvement  in  housing  finance  and 
become  important  players  in  the  mortgage  market,  competing  aggressively  against  banks  and 
savings  associations. in  ihe  development.of  jnortgage^roducts.  -According  to  ^e  Callahan 
Report  of  March  1993,  credit  unions  increased  their  mortgage  lending  by  70  percent  in  1992. 
According  to  NCUA  (Letter  No.  1S2,  March  1994),  other  important  facts  relating  to  the  real 
estate  activity  of  credit  unions  include: 
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•  $25.4  billion  in  real  estate  loans  were  granted  in  1993. 

•  At  year-end  1993,  credit  unions  had  $51.7  billion  in  real  estate  loans  outstanding. 

•  $23.1  billion,  or  42.8  percent  of  outstanding  real  estate  loans,  will  either  refinance, 
rqirice  or  mature  within  3  years. 

•  $9.8  billion  in  first  mortgage  real  estate  loans  were  sold  on  the  secondary  market,  an 
increase  of  43.9  percent  over  the  previous  year. 

Unlike  banks  and  savings  institutions,  broad-based  credit  unions  are  under  no  obUgation  to 
reach  out  to  all  segments  of  the  communities  in  which  to  meet  the  credit  needs  of  moderate 
and  low-income  borrowers. 

The  question  for  Congress  is  whether  or  not  this  should  be  allowed  to  continue  -  whether  a 
significant  component  of  the  financial  services  sector  should  be  allowed  to  operate  without 
being  required  to  demonstrate  service  to  their  communities.  It  also  does  not  necessarily 
follow  that  because  a  credit  union  is  made  up  of  members  who  voluntarily  join  and  are  the 
prime  target  for  lending  programs  that  all  in  the  community  will  be  served.    In 
Massachusetts,  for  example,  based  on  the  1992  HMDA  dau  provided  by  the  20  largest  credit 
unions  in  Massachusetts,  minorities  were  significantly  less  litely  to  apply  for  a  loan  at  a 
credit  union  than  at  a  bank,  and  minorities  were  substantially  more  likely  to  be  denied  at  a 
credit  union.  (Source:  Sheshunoff  Information  Systems,  Produced  from  1992  HMDA 
Disclosures) 

In  addition,  Massachusetts  credit  unions  in  1993  trailed  banks  in  terms  of  re-investing  local 
deposits  in  the  community.   These  credit  unions  had  a  loan-to-deposit  ratio  of  56  percent 
versus  84  percent  for  Massachusetts  banks.     The  application  of  CRA  to  credit  unions  will 
help  ensure  that  all  e^orts  are  being  made  to  provide  broader  access  to  credit  and  to  weed 
out  inappropriate  practices. 

CREDIT  UNIONS  SHOULD  WELCOME  CRA.  NOT  OPPOSE  IT 

I  fail  to  see  the  logic  in  the  credit  unions'  opposition  to  the  extension  of  CRA.   Credit  unions 
may  say  they  should  not  have  to  adhere  to  CRA  for  a  number  of  reasons,  but  none  of  them 
make  any  sense.    If  they  are  doing  such  a  good  job  in  serving  their  communities,  why 
shouldn't  credit  unions  be  more  than  happy  to  prove  it  to  the  world?  Why  shouldn't  they, 
like  banks  and  savings  institutions,  take  pride  and  demonstrate  on  equal  terms  service  to  their 
community? 

Perhaps  credit  unions  oppose  CRA  because  compliance  requires  the  commitment  of  resources 
and  time  at  all  levels  of  an  institution.   Perhs^s  credit  unions  oppose  CRA  because  they  do 
not  incur  these  costs  in  either  time  or  resources  right  now  and  thus  would  be  giving  up  a 
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certain  competitive  advantage.   This  disparity,  however,  furthers  neither  the  goals  of 
community  reinvestment  nor  providing  credit  in  a  safe  and  sound  manner. 

The  ^>plication  of  CRA  to  banks  and  savings  institutions  has  had  positive  effects  sometimes 
overlooked.   CRA  has  helped  institutions  develop  successful  business  opportunities  within  all 
segments  of  their  communities.  Banks  and  savings  institutions  have  learned  how  to  mitigate 
many  of  the  risks  associated  with  affordable  housing  lending,  and  have  been  making  loans  to 
low-income  borrowers  for  years.   Because  these  borrowers  often  have  non-traditional  credit 
histories,  SCBA  members  make  the  extra  effort  to  qualify  the  applicant  for  a  loan,  consistent 
with  safety  and  soundness.   There  is  no  reason  why  credit  unions  cannot  do  the  same. 

Most  credit  unions  in  Massachusetts  are  actively  working  to  meet  the  challenge  of 
Massachusetts'  CRA  law,  which  has  an  essentially  identical  rating  system  as  the  federal  law. 
For  example,  Greylock  Credit  Union  is  the  largest  mortgage  underwriter  in  Berkshire 
County.  With  $270  million  in  assets  Greylock  has  become  the  largest  and  fastest  growing 
financial  institution  in  the  area.   In  fact,  in  the  past  10  years,  the  credit  union  has  grown  400 
percent  -  more  than  five  times  the  growth  of  local  area  banks.   As  a  result  of  its 
extraordinary  growth,  Greylock  saw  its  loan-to-dqx)sit  ratio  plummet  to  a  mere  50  percent, 
well  below  industry  standsurds.   However,  when  it  ^>plied  to  establish  a  branch  in  the  town 
of  Adams,  Greylock  touted  its  satisfactory  CRA  rating  as  evidence  that  it  is  striving  to  serve 
all  segments  of  its  community. 

There  are  wide  disparities  in  CRA  ratings  between  Massachusetts  banks  and  credit  unions. 
As  of  July  1994,  32  percent  of  the  credit  unions  examined  under  the  state  law  were  rated 
"Needs  to  Improve"  and  none  were  rated  "Outstanding."   In  comparison,  only  7  percent  of 
the  state's  banks  were  rated  "Needs  to  Improve"  with  12  percent  rated  "Outstanding."   The 
Massachusetts  experience  should  underscore  the  reality  that  a  major  segment  of  the  nation's 
massive  credit  union  industry  is  not  doing  all  it  can  in  terms  of  lending  to  all  segments  of  the 
local  community.  (Source:  Division  of  Bank  Annual  Reports  12/93,  Activity  Reports 
Through  July  1994) 

Credit  unions  still  may  say  federal  CRA  rules  should  not  be  applied  to  them  because  they 
only  make  loans  to  their  members  and  that  is  tantamount  to  sending  the  funds  back  into  their 
communities.   But  that  is  not  true  in  every  instance,  and  simply  begs  the  question.   Credit 
unions  do  not  necessarily  lend  and  take  deposits  in  the  same  area.    The  Indianapolis-based 
Teachers  Credit  Union  used  a  mobile  unit  to  get  deposits  from  a  Crawfordsville,  Ind.,  R.R. 
Donnelly  office  some  five  years  ago.   CRA  tries  to  help  ensure  that  aU  segments  of  the 
community  -  rich  and  poor  -  are  being  served  from  the  funding  raised  in  that  community. 

Credit  unions  say  they  should  Jiotiiave  to  adhere  to.CRA  because  they -already  serve  the 
"common  man."   This  statement  may  have  been  true  at  one  point,  but  no  longer.    As  the 
GAO  pointed  out  in  1991,  "the  available  data  clearly  indicate  that  credit  unions  do  not 
exclusively  serve  people  of  'small  means'  today."   Regulatory  aid  for  credit  unions  —  such  as 
the  federal  tax  and  CRA  exemption  -  actually  then  may  perversely  benefit  those  with  higher 
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incomes  at  the  expense  of  those  with  lower  incomes. 

Credit  unions  say  that  CRA  should  not  be  applied  to  them  because  of  their  not-for-profit 
status.   Certainly,  banks  and  savings  institutions  have  CRA  responsibilities  regardless  of 
whether  or  not  they  make  a  profit.  My  mutual  savings  bank  is  just  like  a  credit  union. 
Everything  we  make  goes  back  into  the  institution  or  to  our  customers.   The  way  credit 
unions  operate  —  where  income  earned  from  borrowers  is  returned  to  savers  after  expenses 
and  required  allocations  to  reserves  —  is  not  different  in  substance  ^m  that  of  a  mutually 
organized  savings  and  loan  association,  a  mutual  savings  bank,  or  even  a  mutual  life 
insurance  company.   Thus  credit  unions'  not-for-profit  status  is  no  justification  for  CRA 
exemption. 

Credit  unions  certainly  do  not  want  CRA  applied  to  them,  but  CRA  policies  allow  banks  to 
balance  their  thinking  about  how  things  are  and  how  they  might  be.    Community  banks  like 
Woronoco  Savings  Bank  try  to  seek  a  balance  between  what  it  takes  from  and  what  it  gives 
back  to  the  community.   At  Woronoco,  senior  managers  and  employees  are  involved  in 
community  charities,  programs  and  events.   Sharing  the  work  of  community  progress 
through  involvement  continues  to  be  a  character  trait  necessary  for  success.   Because  our 
business  is  directly  tied  to  the  success  of  the  areas  where  we  operate,  Woronoco  has  a  great 
interest  in  ensuring  the  vitality  of  the  communities  we  serve,  at  all  income  levels. 
Woronoco  Savings  Bank  has  a  strong  commitment  to  youth  and  the  staff  is  very  responsive  to 
community  needs. 

Woronoco  Savings  Bank  tries  to  help  maintain  and  enhance  our  community's  economic  and 
social  strength.    As  evidence  of  commitment  even  beyond  CRA,  in  addition  to  First  Time 
Home  Buyer  special  programs,  loan  counseling,  sponsorship  of  programs  with  the  Small 
Business  Development  Center  and  local  community  development  corporation,  sponsorship  of 
local  Chambers  of  Commerce  functions,  officers,  managers  and  employees  at  Woronoco 
Savings  Bank  are  involved  in  a  host  of  programs,  including: 

•  serving  on  the  boards  of  directors  of  most  of  the  non-profit  organizations  in  our  area; 

•  working  with  the  local  college  to  provide  week-long  seminars  for  individuals  in 
transition  and  in  setting  up  the  Leadership  Westfield  Program,  which  helps  train 
individuals  for  leadership  positions  in  non-profit  organizations; 

•  helping  with  the  upkeep  and  support  of  the  local  homeless  shelter,  and  providing 
necessary  contributions  to  keep  the  shelter  open  during  the  summer  when  it  was 
threatened  with  closure  for  lack  of  funds; 

•  participating  in  "Downtown  Clean  Up  Day"  each  year; 
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•  holding  a  very  successful  food  drive  raising  funds,  which  the  Bank  matched,  when  the 
local  Food  Pantiy  was  dangerously  low  on  supplies; 

•  opening  the  first  Educational  School  Branch,  which  serves  a  training  ^ility  for  local 
high  school  students  providing  hands-on  experience  in  the  banking  world; 

•  conducting  Personal  Economic  Programs,  which  help  educate  consumers  about 
banking  and  the  financial  marke^lace; 

•  providing  scholarships  to  graduating  seniors  at  all  eight  high  schools  in  our  delineated 
market,  and  humanitarian  and  achievement  awards  at  area  middle  schools; 

•  sponsoring  youth  sports  teams  in  most  of  the  local  programs; 

•  committing  a  $12,000  grant  to  ensure  that  programs  producing  positive  alternatives 
for  teens  was  continued  through-out  the  summer  at  local  YMCAs  and  Boys  &.  Girls 
Clubs;  and, 

•  contributing  over  $200,000  to  community  outreach  in  1994. 

SCBA  member  institutions  are  active  in  this  same  way  in  their  communities  all  across  the 
nation,  investing  and  otherwise  demonstrating  their  commitment  to  their  local  communities. 
CRA  would  give  broad-based  credit  unions  an  incentive  to  do  the  same. 


CREDIT  UNIONS  ARE  UNDER  NO  OBLIGATION  TO  REINVEST  IN  AFFORDABLE 
HOUSING  AND  ECONOMIC  DEVELOPMENT 

Credit  unions  are  deposit-taking  entities,  and  most  of  the  accounts  of  their  members  are 
insured  by  the  federal  government  through  the  NCUA.    But  the  federal  government  provides 
insurance  of  accounts  protection  to  credit  unions  without  ensuring  whether  the  credit  union 
industry  is  deploying  its  available  funds  to  help  fulfill  the  home  ownership  dreams  of  low-to- 
moderate  income  families  or  to  meet  other  family  credit  demands. 

In  an  attempt  to  prevent  congressional  action  to  do  just  that,  the  Board  of  the  NCUA  on  May 
12,  1994,  adopted  charter  amendments  designed  to  ease  significantly  the  hurdles  for  the 
creation  of  low-income  credit  unions  and  the  ability  of  other  credit  unions  to  offer  services  in 
low-income  areas.   The  NCUA,  for  the  first  time,  publicly  recognized  the  obligation  of 
credit  unions  to  serve  the  credit  needs  of  low-income  areas.   The  NCUA  may  say,  therefore, 
that  CRA  does  not  .need  to  be  extended -to  credit  unions.  ..However  ^-the  opposite  argument 
can  be  made:  by  making  these  changes,  NCUA  is  recognizing  the  appropriateness  of  CRA- 
like  requirements  for  credit  unions. 
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The  NCUA  niles  have  additional  weaknesses.   Most  notably,  die  NCUA  rules  offer  no 
method  to  consider  whether  deposits  taken  in  low-income  areas  arc  reinvested  in  loans  in 
those  same  areas.   The  NCUA  is  only  now  just  beginning  to  experiment  with  programs 
aimed  at  increasing  the  availability  of  credit  to  low-income  areas.   Indeed,  credit  unions 
coming  into  low-income  areas  will  be  required  to  file  business  plans  delineating  how  deposits 
will  be  solicited  and  funds  reinvested  in  that  community  through  the  granting  of  loans. 

These  are  welcome  steps.   However,  they  are  merely  small  beginning  steps  just  touching  the 
outer  fringes  of  fiill  CRA  commitment. 


CONCLUSION 

Mr.  Chairman,  I  once  again  a^laud  you  for  your  decision  to  hold  a  hearing  on  this  subject. 
Debates  over  the  common  bond,  CRA,  and  taxes  are  warranted.   The  "most-favored  lender" 
status  of  credit  unions  needs  to  be  re-examined  in  light  of  sweeping  changes  that  have 
occurred  in  the  financial  marketplace. 

Credit  unions  are  worthy  competitors  who  should  have  the  confidence  to  operate  without 
special  benefits  in  the  effort  to  service  the  public  most  efficiently.  The  sad  fact  is  that 
special  treatment  creates  dissension  and  bitterness  among  institutions  that  otherwise  have  a 
great  deal  in  common  and  that  could  learn  a  great  deal  from  each  other. 

Many  credit  unions  today  are  full-service  lenders,  competing  in  all  aspects  of  the  financial 
services  market,  no  longer  voluntary  associations  of  closely-linked  individuals  with  a 
common  bond.   Congress  should  encourage  credit  unions  to  graduate  to  CRA-complying  and 
taxpaying  status. 

Broad-based  credit  unions  should  face  reality  and  view  CRA  as  a  challenge  to  be  met  and  an 
opportunity  to  be  recognized.  Just  like  banks  and  savings  institutions,  such  credit  unions 
should  reinvest  in  a^ordable  housing  and  economic  development.   And  just  like  banks  and 
savings  institutions,  credit  unions  have  an  irrefutable  responsibility  to  demonstrate 
investments  in  their  local  communities.    Credit  unions  can  and  should  join  banks  and 
savings  institutions  in  demonstrating  service  to  their  communities.   Credit  unions  can  and 
should  join  banks  and  savings  institutions  in  becoming  leaders  in  the  availability  and  quality 
of  mortgages  for  low-  and  moderate  income  homebuyers.     This  should  be  done  for  the  good 
of  the  nation. 

Extending  CRA  to  credit  unions  can  increase  overnight  the  pool  of  funds  available  for 
community  reinvestment.   If  ihis  is  notulone,  the-numbei-of-those  persons  who  would  benefit 
from  CRA  will  eventually  be  reduced.   And  if  this  is  not  done,  the  CRA's  full  potential  will 
remain  unrealized. 
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Savings  &  Community  Bankers  of  America  stands  ready  to  assist  in  any  way  possible  to 
address  these  issues.   Passage  of  legislation  in  the  next  Congress  to  extend  CRA  to 
community-chartered  credit  unions  and  to  credit  unions  with  many  employer  groups  in  one 
area  should  be  made  a  top  priority.  The  potential  harvest  of  additional  CRA  benefits  should 
not  be  missed. 

This  concludes  my  ptcpaied  remarks.   I  will  be  happy  to  answer  any  questions  you  may 
have. 
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Sa\  itifis  &  (lomnuinilx  Blinkers 

(il  Nmcncii 

I'M  I    A-  S(  MOSHI  K(. 

r;'.ui,ii,\iimii.u:iinu(>hnri  DcceiTiber  30,  1993 

Ms.  Elaine  L.  Baker     - 
Executive  Secretariat 
Federal  Housing  Finance  Board 
1777  F  Street.  N.W. 
Washington,  D.C.    20006 

Re:       Community  Support  Requirements  for  Insurance  Company 

and  Credit  Union  Members  of  the  Federal  Home  Loan  Bank  System 
■SR  FR  46569  (September  2.  1993)  FExtendedl 

Dear  Ms.  Baker: 

Savings  &  Community  Bankers  of  America  ("SCBA")  is  pleased  to  comment  on  the  advance 
notice  of  proposed  rulemaking  concerning  the  application  of  Community  Support 
requirements  to  members  of  the  Federal  Home  Loan  Bank  System  ("FHLBank  System")  who 
are  currently  not  subject  to  Community  Reinvestment  Act  ("CRA")  requirements.   SCBA  is  a 
national  trade  association  representing  more  than  2,000  savings  and  community  fmancial 
institutions  with  assets  in  excess  of  S800  billion. 

The  Federal  Housing  Finance  Board  ("FHFB")  was  charged  by  Section  710  of  the  Financial 
Institution  Reform,  Recovery  and  Enforcement  Act  of  1989  ("FIRREA")  with  the 
establishment  of  standards  for  community  investment  or  service  for  members  of  the 
FHLBank  System.'  A  member's  performance  pursuant  to  the  Community  Reinvestment  Act 
of  1977  is  expressly  to  be  taken  into  account  when  evaluating  Community  Support 
performance.^  The  FHFB's  regulations  establishing  these  standards  are  found  at  12  CFR 
Part  936. 

The  FHFB  notes  in  this  proposal  its  heavy  reliance  on  the  CRA  evaluation  process: 

The  CRA  evaluation  portion  of  the  Community  Support  Statement  is  a  critical 
component  of  the  Community  Support  review.   Through  the  CRA  evaluation,  the 
Finance  Board  is  able  to  rely  on  an  expert,  objective  on-site  assessment  of 
performance  that  covers  significant  aspects  of  Community  Support.  [Emphasis 
added.]' 


'    Pub.  L.  No.  101-73,  103  Stat.  183,  418-19  (12  U.S.C.  1430(g)). 
^  Id.   The  term  "Community  Support"  is  defined  at  12  CFR  936. l(i). 
'   58  FR  46569,  46570  (Sept.  2,  1993). 

Siniii«:K  A  <:4Hnmunil>  Buiikt'is  ol  Imrrira 

90()  Nineteenth  St..  N.W..  Smte400.  Washingion.  DC.  20006  #  TEL  (202)857-3111 
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Due  to  this  reliance,  to  date  only  those  institutions  subject  to  CRA  evaluations  have  been 
reviewed  for  Community  Support:    "No  credit  union  or  insurance  company  FHLBank  System 
members  have  been  reviewed  because  they  are  not  subject  to  or  examined  for  CRA."*  This 
means  that  56  credit  unions  and  16  insurance  companies  have  not  had  an  evaluation  of  their 
Community  Support  efforts  by  the  FHFB  or  any  other  regulatory  agency.' 

The  FHFB  should  treat  all  of  its  FHLBank  System  members  equally. 

Although  the  CRA  process  is  flawed,  its  use  augments  regulatory  efTiciencies;  however,  for 
the  72  members  not  subject  to  CRA,  such  efficiencies  are  not  possible.    Accordingly,  it 
behooves  the  FHFB  to  evaluate  these  72  members  under  the  same  standards  and  the  same 
requirements  as  the  remainder  of  the  FHLBank  System  membership.   The  FHFB,  through 
and  in  conjunction  with  the  FHLBanks,  should  evaluate  the  72  credit  unions  and  insurance 
companies  pursuant  to  the  CRA  requirements  to  which  savings  institutions  and  banks  are 
subject.   To  do  otherwise  grants  credit  union  and  insurance  company  members  the  benefits  of 
FHLBank  System  membership  without  community  reinvestment  responsibility.   Such  a  result 
is  contrary  to  the  basic  purpose  of  FIRREA  Section  710  and  contrary  to  the  recently 
published  CRA  reform  proposals.* 

In  addition  to  the  above,  SCBA  submits  the  following  in  response  to  the  several  specifically 
listed  questions. 

1.         Statutory/Regulatory  Impediments. 

SCBA  fmds  few,  if  any,  impediments  to  the  application  of  Community  Support  requirements 
to  insurance  company  and  credit  union  members.   Under  the  recent  National  Credit  Union 
Administration  proposal,  credit  unions  may  solicit  membership  on  a  broader  geographic  basis 
and  may  include,  under  one  credit  union  "umbrella,"  several  unrelated  membership  groups. 
See.  58  FR  40470  (July  28,  1993).  This  means  that  credit  unions  should  not  be  restricted  in 
their  Community  Support  evaluations  to  membership  only. 

Credit  unions  are  active  participants  in  the  fmancial  marketplace.  Accordingly,  credit  unions 
should  be  evaluated  on  the  basis  of  the  geographic  community  they  serve.  Little  is  left  of  the 
original  "field  of  membership"  restrictions  that  would  have  argued  in  favor  of  such  a  limited 


*  Id. 

*  Federal  Housing  Finance  Board,  November  1993  Membership  Report,  "Federal  Home 
Loan  Bank  System  Membership  Composition"  as  of  November  30,  1993. 

*  58  FR  67466  (Dec.  21,  1993). 
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Community  Support  evaluation.    Credit  unions  blanket  whole  communities  with  their 
advertising  and  should  be  evaluated  on  a  community  basis  in  exactly  the  same  manner  as 
savings  institutions  and  banks. 

Similarly,  insurance  companies  do  not  restrict  their  advertising  to  existing  customers. 
Limitations  on  investments  should  not  be  allowed  to  argue  against  community  involvement 
and  support;  savings  institutions  and  banks  have  investment  limitations  and  community 
reinvestment  requirements. 

2.  Definition  of  "Community  Support." 

The  FHFB  asks  whether  the  definition  of  "Community  Support"  should  be  different  for  credit 
unions  and  insurance  companies.    SCBA  urges  the  FHFB  to  make  no  differentiation.   The 
members  of  the  FHLBank  System  are  dedicated  to  housing  and  the  provision  of  housing- 
related  products  and  services.    The  insurance  companies  and  credit  unions  joining  the 
FHLBank  System  are  members  precisely  because  of  the  benefits  available  to  increase  their 
offering  of  housing-related  products  and  services.    As  they  are  functionally  providing  the 
same  types  of  services  savings  institutions  and  banks  provide,  insurance  company  and  credit 
union  FHLBank  System  members  should  be  subject  to  the  same  types  of  Community  Support 
evaluations  without  regard  to  charter  or  corporate  form. 

As  an  alternative,  the  FHFB  may  wish  to  consider  broadening  its  definition  of  Community 
Support  to  include  the  variety  of  investments  and  loans  qualifying  for  CRA  under  the 
recently  proposed  CRA  amendments.'   An  expansion  of  the  definition  to  take  into  account 
the  vanety  of  CRA  programs  and  initiatives  will  benefit  all  members  of  the  FHLBank 
System. 

3.  Use  of  "Community"  for  Evaluation  Purposes. 

SCBA  supports  application  of  a  geographic  community  to  evaluations  of  insurance  company 
and  credit  union  Community  Support  efforts.    Limitations  based  purely  on  membership  are 
no  longer  reflective  of  the  economic  reality  of  the  financial  marketplace.    Credit  unions 
actively  solicit  membership  on  a  geographic  basis.   There  is  no  reason  to  support 
differentiating  a  credit  union  that  makes  a  loan  to  a  member's  child  who  does  not  live  in  the 
primary  community  from  a  savings  institution  or  bank  that  makes  a  loan  outside  of  the 
community  it  has  delineated  for  CRA  purposes. 


58  FR  67466  (Dec.  21,  1993). 
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Whether  the  delineation  x>f  a  "community"  for  Community  Support  purposes  "create[s] 
unnecessary  work"'  for  credit  unions  and  insurance  companies  is  not  the  true  focus  of  the 
issue.   Cralit  unions  and  insurance  company  FHLBank  System  members  have  an  obligation 
as  part  of  the  statutory  underpinning  of  the  FHLBank  Act  to  provide  Community  Support. 
The  issue  is  how  their  progress  in  meeting  this  requirement  will  be  measured  and  reviewed. 
SCBA  urges  the  FHFB  not  to  focus  on  the  convenience  of  these  select  members  in  contrast 
to  the  remainder  of  the  membership. 

To  the  extent  that  the  FHFB  finds  itself  unable  to  conduct  reviews  equivalent  to  CRA 
examinations,  the  FHFB  or  the  FHLBanks  could  subcontract  with  the  federal  banking 
regulators  the  Community  Support  reviews.   Given  the  limited  number  of  insurance  company 
and/or  credit  union  members,  this  alternative  would  not  be  burdensome. 

4.  "National  Community  Investment  Fund" 

SCBA  does  not  support  the  creation  of  a  National  Community  Investment  Fund.   Such  an 
approach  goes  against  the  FHFB's  amendments  to  the  Affordable  Housing  Program  ("AHP") 
adopted  December  15,  1993,  which  decentralize  the  review  and  approval  of  AHP  projects 
and  initiatives.   It  also  runs  counter  to  the  "community"  purpose  of  CRA  whereby  fmancial 
institutions  are  required  to  serve  the  needs  and  convenience  of  their  communities.' 
Establishment  of  such  a  fund  would  require  the  creation  of  a  bureaucracy  that  may  not  have 
sufficient  sensitivity  to  the  credit  needs  and  abilities  of  a  particular  community.   Financial 
institutions  are  encouraged  by  the  CRA  to  actively  participate  in  their  communities.   Creation 
of  a  charitable  fund  administered  by  a  national  or  even  a  regional  office  does  little  to  meet 
this  statutory  purpose. 

5.  Other  Exemptions 

The  FHFB  specifically  requests  comment  on  whether  insurance  company  and/or  credit  union 
members  should  be  exempt  from  the  current  requirement  of  filing  information  on  assistance 
to  first-time  home  buyers.   SCBA  encourages  the  FHFB  to  maintain  applicability  of  the 
requirement  found  at  12  CFR  936.3(b)(4)  to  all  members  or  eliminate  the  requirement  as 
duplicative  of  CRA  for  all  members.   There  is  no  reason  to  provide  a  limited  exemption 
from  this  requirement  for  insurance  company  and/or  credit  union  members. 


*  58  FR  46569,  46572  (Sept.  2,  1993). 
'   12  use  2901  (1988). 


187 


Community  Support  Requirements 

December  30,  1993 

Page  5     .  - 

6.         Fair  Lending 

SCBA  supports  efforts  to  eliminate  discrimination  in  housing  and  the  availability  of  credit. 
The  FHFB  has  an  obligation  to  participate  in  the  national  commitment  to  assure  the 
availability  of  credit  without  regard  to  race,  color,  religion,  national  origin,  sex,  and  any 
other  prohibited  basis.    As  part  of  this  national  effort,  the  fair  lending  performance  of  all 
members  of  the  FHLBank  System  should  be  evaluated.   This  means  that  information  and  data 
requirements  for  insurance  companies  and  credit  union  FHLBank  System  members  should  be 
equivalent  to  the  data  generated  pursuant  to  the  CRA. 

In  particular  SCBA  supports  requiring  insurance  company  and  credit  union  members  to 
provide  HMDA  reports  or  their  equivalents  and  information  on  fair  lending  and 
antidiscrimination  efforts  in  both  the  provision  of  credit  and  the  offering  of  products.   In 
addition,  insurance  companies  and  credit  unions  should  be  required  to  provide  the  FHFB  or 
the  FHLBanks  with  copies  of  consumer  complaints  along  with  their  resolution.    Such 
information  may  allow  the  FHFB  or  the  FHLBanks  with  an  opportunity  to  identify  activities 
or  companies  in  need  of  further  inquiry  for  Community  Support  purposes. 

SCBA  applauds  the  FHFB  for  its  willingness  to  raise  fundamental  questions  concerning  the 
Community  Support  obligations  of  its  membership.   SCBA  urges  the  FHFB  to  use  fairness 
across  charter  and  membership  types  as  its  guide  in  formulating  amendments  in  this  area.   If 
there  are  any  questions  regarding  this  response,  please  contact  Alfred  M.  Pollard  at  (202) 
857-3132  or  C.  Dawn  Causey  at  (202)  857-3106. 

Sincerely, 


Paul  A.  Schosberg 
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Norman  E.  D'Amours 

Chairman 

National  Credit  Union  Administration 

1775  Duke  Street 

Alexandria,  Virginia  22314-3428 

Dear  Mr.-Chairnian: 

On  behalf  of  Savings  &  Community  Bankers  of  America  ("SCBA")  and  its  2,000  community 
based  savings  institutions,  1  am  providing  you  with  information  that  will  be  of  assistance  to 
you,  and  I  hope,  will  open  up  a  line  of  communication  between  us  on  issues  of  mutual 
concern. 

Savings  Institutions  in  Local  Conununity  Relief 

In  recent  remarks,  you  indicated  that  only  credit  unions  were  active  in  responding  to  the 
recent  crises  in  south  central  Los  Angeles.    Let  me  dispell  that  misconception.    Enclosed  are 
several  articles  that  highlight  the  key  role  savings  institutions  played  in  assisting  local 
neighborhoods  in  Los  Angeles.    Savings  institutions  have  taken  the  lead  in  creating  new 
funding  initiatives  tor  long-term  community  redevelopment  in  these  damaged  areas. 

While  I  cannot  address  the  role  of  commercial  banks  or  credit  unions,  1  would  note  simply 
that  savings  institutions  have  been  and  continue  to  be  a  leading  force  in  meeting  the  credit 
needs  of  Angelinos. 

Expanded  Field  of  Membership 

While  I  am  aware  that  NCUA  has  expressed  displeasure  with  criticism  of  its  proposed  field 
of  membership  rules  and  the  other  statutory  characteristics  of  credit  unions,  I  must  note  that 
"field  of  membership"  remains  a  matter  of  law  for  defining  and  regulating  credit  unions. 

In  earlier  comments  to  NCUA  on  its  proposed  conversion  of  credit  unions  in  cases  of  closing 
industrial,  military  or  other  defined  employers  or  entities,  SCBA  was  critical  of  the  proposed 
expansion  of  the  field  of  membership.    In  particular,  SCBA  criticized  the  failure  to  recognize 
and  include  in  the  rulemaking  another  option  for  a  credit  union  in  such  circumstances   - 
closure.    Field  of  membership  is  an  important  element  in  the  definition  of  a  credit  union; 
should  the  focus  for  a  credit  union  terminate,  then  so  long  as  there  are  other  community 
resources  that  can  meet  financial  needs  of  the  membership,  one  option  should  be  the  closure 
of  the  credit  union.   This  is  a  reality  faced  by  banks  and  savings  institutions  thai  are  lied  to 
one  particular  customer  group  or  experience  a  significant  loss  of  jobs  in  a  service  area. 


S;i«iii:;sAL  (  <»niniiiiiil>  lliiiikcr*.  of  Xiiu-iica 
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An  example  of  an  expanded  field  of  membership  which  has  come  to  my  attention  recently  is 
the  case  of  Communicators  FCU  in  Houston,  Texas.    With  a  current  membership  of  just 
over  28,000,  the  NCUA  Regional  Administrator  has  approved  an  expansion  to  add  all 
retirees  and  senior  citizens  living  within  a  25  mile  radius  of  Houston.   This  would  add  nearly 
580,000  potential  customers  to  Communicators'  membership,  an  increase  of  nearly  twenty 
times.   The  news  article  on  this  is  attached. 

I  urge  you  to  review  this  event  in  light  of  the  statements  you  have  made.   The  special 
attributes  of  credit  unions  which  have  been  used  to  justify  their  unique  treatment  under  tax, 
capital  and  deposit  insurance  regimes  clearly  includes  the  field  of  membership  requirement. 
This  latest  interpretation  simply  casts  aside  any  semblance  of  this  requirement. 

Field  of  membership  rules  are  aimed  at  defining  a  community  that  lacks  financial  services, 
not  a  community  that  lacks  credit  union  services.    If  financial  services  are  being  provided, 
then  a  credit  union  may  not  be  appropriate.    If  they  are  not,  then  a  credit  union  may  be  one 
of  many  alternatives  used  to  meet  these  needs. 

It  has  been  and  remains  the  position  of  SCBA  that  credit  unions  that  operate  within  the  letter 
and  spirit  of  the  law  may  provide  a  benefit  to  their  community  for  which  they  may  enjoy 
their  special  statutory  treatment.    Moving  beyond  the  letter  and  spirit  of  the  law  merits  a 
serious  review  of  this  treatment. 

Coverage  of  Credit  Unions  by  Community  Reinvestment  Act 

NCUA  has  indicated  that  credit  unions  need  not  be  covered  by  CRA  because  credit  unions 
inherently  serve  their  community.   Ironically,  if  the  field  of  membership  is  continually 
expanded,  then  the  voluntary  nature  of  a  credit  union  no  longer  exists  nor  does  the  argument 
against  application  of  CRA. 

In  the  Houston  case  cited  above,  if  the  credit  union  operates  solely  for  communications 
workers,  then  it  might  be  able  to  argue  that  a  case  exists  for  exempting  this  "vocational" 
credit  union  from  CRA.    But,  expanding  that  credit  union's  field  of  membership  to  include 
more  than  half  a  million  senior  citizens  throughout  the  community  does  not  insure  that  the 
credit  union  will  serve  the  credit  needs  of  this  community  or  insure  that  financial  services 
will  flow  to  all  its  members. 

It  does  not  necessarily  follow  that  because  a  credit  union  is  made  up  of  members  who 
voluntarily  join  and  are  the  prime  target  for  lending  programs  that  all  will  be  served.    Loan 
terms  or  rates  may  discriminate  against  members  and  a  credit  union  may  deny  credit  using 
flawed  underwnting  criteria.    Along  with  CRA,  it  also  does  not  follow  that  credit  unions  will 
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not  discriminate  among  members  on  prohibited  grounds,  including  race.    Certainly  no. 
banking  group  has  claimed  that  discrimination  does  not  exist  and  I  am  sure  that  even  in  the 
credit  union  situation,  discrimination  may  be  present.    I  know  as  well  that  you  are  committed 
to  insuring  that  all  efforts  are  made  to  provide  equal  access  to  credit  and  to  weed  out 
prohibited  practices.    The  application  of  CRA  to  credit  unions  will  assist  you  in  these  efforts. 

Again,  I  urge  you  to  review  and  reconsider  the  current  trend  of  approving  expanded  field  of 
membership  criteria  that  moves  well  beyond  the  concept  of  community  of  interest  and 
common  bond  as  envisioned  in  your  chartering  statute  as  well  as  the  other  issues  set  forth 
above. 

SCBA  looks  forward  to  discussing  these  issues  with  you. 

Sincerely 


Paul  A.  Schosberg 


Enclosures 
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Ed  Roberts  (April  11,  1994) 

6.  "Group  Launches  $300-Million  Plan  for  Affordable  Housing,"  Los  Angeles  Times, 
David  W.  Myers  (March  15,  1994) 
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8.  "A  Case  for  Preserving  Portfolio  Lenders,"  California  League  of  Savings  Institutions 
(March  7,  1994) 
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Ms.  Becky  Baker  qJd 

Secretary 

National  Credit  Union  Administration 

1775  Duke  Street 

Alexandria,  VA  22314 


Re:      Organization  and  Operations  of  Federal  Credit  Unions 
59  FR  11937  (March  15.  1994 


Dear  Ms.  Baker: 

Savings  &  Community  Bankers  of  America  ("SCBA*)  is  pleased  to  provide  its  comments  on  the 
National  Credit  Union  Administration's  ("NCUA")  proposed  rule  concerning  the  provision  of 
incentive  pay  plans  to  loan  officers  and  others.  SCBA  is  a  national  trade  association 
representing  more  than  1,800  savings  and  community  financial  institutions  with  assets  in  excess 
of  $700  billion. 

As  noted  in  the  proposal,  credit  unions  are  prohibited  by  12  CFR  701.21(c)(8)  from  making  any 
loan  if: 

[E]ither  directly  or  indirectly,  any  commission,  fee  or  other 
compensation  is  to  be  received  by  the  credit  union's  directors, 
committee  members,  senior  management  employees,  loan  officers, 
or  any  immediate  family  members  of  such  individuals,  in 
connection  with  underwriting,  insuring,  servicing,  or  collecting  the 
loan  or  line  of  credit.' 

The  payment  of  a  salary  is  not  prohibited.  The  NCUA  is  soliciting  comment  on  methods  by 
which  it  may  amend  this  prohibition  to  provide  incentive  based  pay  to  credit  union  loan  officers 
and  others.  NCUA  recognizes  that  the  purpose  of  the  existing  prohibition  is  to  prevent  insiders 
and  others  involved  with  the  credit  decision-making  process  from  placing  their  self  interest  ahead 
of  the  best  interests  of  the  credit  union.  While  the  specific  request  for  comment  focuses  on  loan 
officers,  the  issue  of  incentive  pay  for  senior  management  is  also  raised. 


'     12  CFR  701.21(c)(8)  (1993).    The  prohibition  expressly  applies  to  federally-insured,  state- 
chartered  credit  unions  pursuant  to  12  CFR  741.3(a)  (1993). 
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NCUA  notes  that  the  current  prohibition  in  the  case  of  loan  officers  is  limited.  Due  to  the 
specific  definition  of  "loan  officer,"  those  individuals  involved  in  the  application  process  are  not 
covered.''   Loan  officers  are  officially  only  those  who  have  the  "authority  to  approve  a  loan."' 

The  rationale  behind  this  proposal  is  the  concern  of  the  credit  union  industry  that  it  is  "losing 
market  share."''  To  remedy  this  competitive  issue,  NCUA  is  contemplating  removing  the  term 
loan  officer  from  the  prohibition. 

SCBA  opposes  NCUA's  proposal.  Historically,  credit  unions  have  been  specialized  providers 
of  financial  services  whose  cooperative  nature  has  been  recognized  in  a  number  of  NCUA's 
regulations  including  this  prohibition.  Rather  than  preserving  this  particular  niche,  NCUA  is 
systematically  eliminating  those  crucial  differences  between  credit  unions  and  other  credit 
providers  without  accepting  the  responsibility  that  such  increased  powers  require.  Credit  unions 
were  statutorily  created  as  voluntary  associations  of  closely-linked  individuals  who  knew  each 
other  on  a  first-hand  basis  and  volunteered  their  time  to  the  credit  union.  This  is  no  longer  the 
case.'  Now,  with  NCUA's  active  support,  credit  unions  are  expanding  far  beyond  any  logical 
definition  of  a  "common  bond"  that  served  to  support  the  special  legislative  treatment  granted 
credit  unions. 

This  proposal  is  just  one  more  step  along  a  consistent  path  followed  by  NCUA  of  facilitating  the 
increase  in  authority  and  powers  and  market  share  without  the  same  level  of  responsibility  and 
regulatory  burden  as  other  credit  providers.  Indeed,  the  issue  of  compensating  loan  officers  is 
a  topic  currently  hotly  debated  within  the  financial  services  community  and  government.* 
Certain  types  of  incentive  structures  may  be  viewed  as  potentially  resulting  in  patterns  of 
discriminatory  lending.   The  NCUA  proposal  makes  no  mention  of  this  fair  lending  concern. 


^     59  FR  11937  (March  15,  1994). 

'    Id. 
*     Id. 


As  NCUA  noted  in  the  preamble  to  its  final  interpretative  rule  on  field  of  membership  and 
chartering:  "Many  credit  unions  which  used  to  fill  this  niche  [serving  their  members  on  a  first- 
name  basis)  have  through  their  success  grown  to  the  point  where  credit  union  management  can 
no  longer  make  these  personal  judgments  on  each  individual  member.  A  new  generation  of  small 
credit  unions  is  needed  to  fill  that  void."  Final  Interpretative  Ruling  and  Policy  Statement  94-1, 
Chartering  and  Field  of  Membership  Policy,  adopted  May  12,  1994,  pp.  9  &  10. 

See.  Interagency  Policy  Statement  on  Discrimination  in  Lending,  59  FR  18266  (April  15,  1994). 
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SCBA  urges  NCUA  to  recognize  that  credit  unions  cannot  maintain  their  special  privileges, 
including  relief  from  taxation,  as  they  resemble  savings  institutions  and  banks  more  and  more. 
Each  step  moves  credit  unions  farther  from  their  legislative  purpose.  SCBA  urges  NCUA  to 
reconsider  its  regulatory  efforts  and  re-establish  the  purpose  of  a  credit  union  to  reflect  "a 
cooperative  society  .  .  .  limited  in  each  case  to  members  of  a  specific  group  with  a  common 
bond  of  occupation  or  association."^  Any  movement  from  the  voluntary  association,  including 
eliminating  this  prohibition,  is  a  step  away  from  the  original  purpose. 

If  you  have  any  questions  with  respect  to  the  issues  contained  herein,  please  contact  Dawn 
Causey  at  (202)  857-3106. 

Sincerely, 


Randall  H.  McFarlane 
Director,  Government  Relations 


S.  Rep.  No.  55,  73rd  Cong.,  2nd  Sess.  2  (1934). 
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April  4,  1994 

Ms.  Becky  Baker 

Secretary 

National  Credit  Union  Administration  Board 

1775  Duke  Street 

Alexandria,  VA  22314 

Re:       Nonmember  and  Public  Unit  Accounts 
59  FR  10334  (March  4.  1994) 

Dear  Ms.  Baker: 

Savings  &  Community  Bankers  of  America  ("SCBA")  is  pleased  to  provide  its  comments  on 
the  National  Credit  Union  Administration's  ("NCUA")  proposed  rule  concerning  the  amount 
of  nonmember  and  public  unit  accounts  permitted  without  waiver.    SCBA  is  a  national  trade 
association  representing  approximately  2,000  savings  and  community  financial  institutions 
with  assets  in  excess  of  $800  billion. 

As  noted  in  the  proposal,  federal  credit  unions  are  authorized  by  statute  to  receive  limited 
amounts  of  nonmember  shares  from  other  credit  unions  and  from  certain  governmental 
agencies  and  entities.   The  statutory  authorization  is  important  as  such  dejxjsits  fall  outside  of 
the  "common  bond"  for  which  any  particular  credit  union  is  organized.    In  order  to  justify 
this  departure  from  the  common  bond  requirement,  credit  unions  have  been  required  to  file 
detailed  exception  or  waiver  requests.    NCUA  has  an  85%  approval  rating  for  such 
requests.'    Now,  rather  than  continue  the  waiver  process,  NCUA  proposes  to  increase  the 
amount  allowed  without  filing  a  waiver  request  to  $1.5  million  or  20%  of  the  total  shares  of 
the  credit  union,  whichever  is  greater.' 

When  12  CFR  701.32  was  first  promulgated,  NCUA  stated  the  purpose  of  such  nonmember 
and  public  unit  deposits  as: 

The  funds  maintained  in  nonmember  accounts  are  to  be  used  only  for  the 
purpose  of  serving  the  credit  union's  membership.    Nonmember  accounts  are 
not  designed  to  merely  expand  a  credit  union's  share  base  or  to  simply  provide 


'        59  FR  10334,  10335  (March  4,  1994). 

'        Proposed  12  CFR  701.32(b)(1),  59  FR  10334,  10336  (March  4,  1994). 

S;h inss  A  (;ommunil>  KanktTK  of  Xfni'rUa 

900  Mneteenlh  St.  .V.  H..  Suite  400.  Hashinuion.  B.C.  20006  ♦  TEL.  (202)  HS'-VOO  ♦  /  -1  \  t202l  2<*(,.K-ll, 
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another  investment  medium  for  large  accountholders.   They  are  to  be  used  to  fund  the 
basic  purpose  of  credit  unions:  promoting  thrift  and  creating  a  source  of  credit  for  the 
members,  whether  in  the  form  of  loanable  funds  or  through  increased  earnings  on 
investments  that  in  turn  are  paid  out  to  members  in  the  form  of  dividends. ' 

NCUA  noted  with  great  alarm  in  1988  the  Insurance  Fund  losses  caused  by  these  accounts 
and  listed  anecdotally  the  loss  experiences  of  six  different  credit  unions: 

Large  influxes  of  funds  into  credit  unions  cause  asset/liability  management 
problems  that  are  often  not  within  management's  expertise  to  control.    In  some 
cases,  the  total  amount  of  such  accounts  is  far  in  excess  of  the  amount 
necessary  to  meet  the  legitimate  needs  of  members  and  is  used  to  fund  high 
risk  loans  -  often  to  insiders  —  and  questionable  investments." 

Notwithstanding  the  severe  safety  and  soundness  concerns  expressed  in  the  preamble  to  the 
original  regulation,  NCUA  proposes  to  ease  the  limitation.  Indeed,  NCUA  cites  its  almost 
unanimous  approval  rating  as  a  basis  for  such  action. 

SCBA  opposes  any  attempt  by  the  NCUA  to  ease  the  restrictions  for  nonmember  and  public 
unit  accounts.   This  is  because,  notwithstanding  the  intent  of  the  original  regulation, 
nonmember  and  public  unit  accounts  are  vehicles  for  the  expansion  of  a  credit  union's  share 
base  and  provide  another  investment  medium  for  large  accountholders.   These  accounts  are 
directly  contrary  to  the  congressional  purpose  of  credit  unions  --  the  provision  of  credit  for 
true  communities  of  closely-linked  individuals  the  purpose  of  which  is  assisting  members  in 
meeting  their  financial  goals.    It  is  for  these  consumer  purposes  that  the  special  benefits 
federal  credit  unions  enjoy  were  enacted,  including  the  exemption  from  federal  and  state 
taxation.    Any  deviation  from  the  original  purpose  of  federal  credit  unions  must  be 
considered  with  the  utmost  caution  and  deliberation. 

SCBA  suggests,  rather  than  merely  increasing  the  dollar  amount  that  federal  credit  unions 
may  hold  from  nonmembers  and  public  units,  that  NCUA  follow  the  process  adopted  by  the 
Federal  Deposit  Insurance  Corporation  ("FDIC")  for  the  regulation  of  brokered  deposits. 
Like  nonmember  and  public  unit  accounts,  brokered  deposits  represent  volatile,  interest-rate 


53  FR  50918  (Dec.  19,  1988)  (emphasis  in  original). 

Id.  The  preamble  notes  that  the  losses  in  the  six  institutions  came  from  "the  utilization  of 
a  legitimate  authority  in  an  unsafe  and  unsound  manner  for  purpose  |sic|  beyond  the 
authority's  design  and  intent."   Id.  at  50919. 
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sensitive  accounts.   The  FDIC  at  12  CFR  337.6  ties  the  ability  to  accept  brokered  deposits  to 
the  capital  level  of  the  institution.'   Only  well-capitalized  institutions  are  able  to  accept 
brokered  deposits  without  limitation.   Adequately  capitalized  institutions  must  seek  a  waiver 
from  the  FDIC;  those  granted  waivers  are  allowed  only  to  accept  brokered  deposits  within 
strict  limitations,  not  only  in  rates  paid,  but  also  in  the  amount  of  growth  allowed. 
Undercapitalized  institutions  are  not  allowed  to  accept  brokered  deposits.   Even  well- 
capitalized  institutions  may  have  their  ability  to  accept  brokered  deposits  curtailed,  if  not 
eliminated,  if  they  are  determined  to  be  in  a  "troubled  condition."'  The  NCUA  regulation 
contains  none  of  these  safety  and  soundness  features. 

Further,  the  application  that  FDIC-insured  institutions  must  file  for  a  waiver  includes,  among 
other  items:   a  description  of  how  the  deposits  are  costed  in  comparison  to  other  funding 
alternatives;   detailed  asset  growth  plans;  description  of  management  systems  for  the 
oversight  of  such  monies;  and  the  reason(s)  why  the  rollover  or  acceptance  of  such  monies 
would  not  pose  an  undue  risk  to  the  insurance  fund.'  These  are  additional  requirements  not 
contained  in  the  NCUA  regulation. 

SCBA  urges  NCUA  to  use  the  FDIC  rule  as  a  model.   The  restrictions  for  credit  unions 
should  also  be  tied  to  capital  levels.   The  amount  of  growth  that  may  be  funded  with 
nonmember  and  public  unit  accounts  should  be  limited  in  any  particular  calendar  quarter  and 
year  to  avoid  sudden  growth  spurts  that  may  lead  to  additional  risk  to  the  insurance  fund. 
The  risk  posed  to  the  insurance  fund  by  volatile  accounts  is  fundamentally  the  same  whether 
the  monies  are  deposited  in  a  bank  or  a  credit  union.   Thus,  regulation  should  be  similar. 

To  provide  a  scheme  that  ignores  the  capital  component  for  managing  these  types  of  accounts 
ignores  the  near-term  regulatory  history  of  financial  institutions,  including  credit  unions. 
SCBA  urges  the  NCUA  to  adopt  a  regulation  that  mirrors  the  FDIC  regulation  on  brokered 
deposits.    While  the  20%  limitation  may  have  curtailed  the  risk  exposure  from  these  types  of 
accounts,  NCUA  should  not  ignore  the  need  to  limit  their  accessibility  to  institutions  lacking 
sufficient  capital  and  management  strength.    Accordingly,  SCBA  opposes  the  regulation  and 
urges  renewed  consideration  of  the  proposal. 


*  12  CFR  337,6(b)  (1993). 

*  12  CFR  337.7(a)(10)(D)(ii)  (1993). 
'        12  CFR  337.6(d)  (1993). 
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NCUA  specifically  requested  comment  on  two  issues: 

1.  Whether  periodic  reporting  on  the  sources  and  uses  of  nonmember 
shares,  in  excess  of  20%  of  total  shares,  should  be  established? 

2.  Whether  a  nondiscretionary  time  period  for  the  waiver  should  be  stated, 
e.g.  three  years,  or  whether  the  waiver  should  be  open-ended  and  only 
terminated  upon  action  by  the  regional  director  or  the  credit  union? 

SCBA  supports  quarterly  reporting  as  part  of  monitoring  these  volatile  accounts.    Any 
institution  dependent  on  such  accounts  should  anticipate  increased  regulatory  scrutiny  to 
ensure  that  such  funds  are  invested  in  accordance  with  the  limitations  found  in  12  CFR  Part 
703. 

SCBA  does  not  support  open-ended  waivers.   Waivers  of  this  sort  need  to  be  periodically  re- 
examined given  prevailing  economic  conditions  and  changes  in  the  marketplace.   Three  years 
is  too  long.    SCBA  encourages  the  NCUA  to  maintain  the  existing  2-year  waiver  with  an 
express  proviso  that  such  waivers  may  be  immediately  revoked  under  changed  circumstances. 

If  you  have  any  questions  concerning  the  above,  please  contact  Dawn  Causey  at 
(202)  857-3106. 

Sincerely, 


Alfred  M.  Pollard 

Director,  Government  Relations 
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Secretary  to  the  Board 

National  Credit  Union  Administration 

1 775  Duke  Street 

Alexandria,  Virginia   22314-3428 
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Re:       Mergers  of  Federally-Insured  Credit  Unions:  Voluntary  Termination  or  Conversion  of 
Insured  Status:  59  Fed.  Rep.  33702  (June  30.  1994)   Doc.  No.  94-15800 

Dear  Ms.  Baker: 

Savings  &  Community  Bankers  of  America  ("SCBA")  welcomes  this  opportunity  to  comment 
on  the  proposed  rule  of  the  National  Credit  Union  Administration  ("NCUA")  to  require  prior 
regulatory  approval  for  the  termination  or  conversion  of  federally-insured  credit  unions. 
SCBA  is  a  national  trade  association  representing  more  than  1,800  savings  and  community 
financial  institutions  with  assets  in  excess  of  $700  billion. 

SCBA  opposes  the  proposal.    The  proposed  rule  is  a  shocking  response  to  the  opinion  letter 
of  the  Office  of  Thrift  Supervision  ("OTS")  setting  forth  the  method  by  which  a  credit  union 
could  switch  to  a  savings  association  charter  and  become  a  stock  institution.'    The  credit 
union  that  requested  the  OTS  opinion  was  punished  with  a  corporate  death  sentence  -  placed 
in  receivership  by  the  NCUA  -  allegedly  for  high  operating  costs  that  reflected  legal 
expenses  incurred  in  pursuing  a  charter  conversion.' 

In  response  to  this  potential  exodus  of  its  regulated  population,  NCUA  now  proposes  to 
adopt  a  "captive  industry"  approach  and  increase  the  barriers  to  exiting  the  NCUA  system. 
This  action  is  in  direct  contradiction  to  the  other  recent  actions  of  the  NCUA  broadening  the 
field  of  membership  of  credit  unions  to  allow  disparate  groups  to  join  together  in  a  single 
credit  union  and  the  ability  of  multiple  credit  unions  to  share  deposit  facilities.    All  of 
NCUA's  actions  in  the  recent  past  have  had  the  goal  of  expanding  the  ability  of  credit  unions- 
to  compete  in  the  financial  services  market.    At  the  same  time,  the  NCUA  has  closely        ^* 
guarded  the  special  status  of  credit  unions  as  exempt  from  federal  taxation  and  Community' 
Reinvestment  Act  requirements. 


'        January  12.  1994,  opinion  of  Acting  Chief  Counsel  Carolyn  B.  Lieberman;  OTS 
Document  Number  94-CC'03. 

^        59  Fed.  Reg.  33702  (June  30.  1994). 

Sutiiitfs  A  CnninNinilt  Itankrrs  itl  Xmoricii 
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Jusi  a!  the  time  thai  credit  unions  wish  to  take  perhaps  the  ultimate  competitive  step  and 
become  full-fledged,  tax-paying  members  of  the  financial  services  community,  the  NCUA 
objects.    Such  regulatory  actions  are  transparently  self-serving.    Not  only  is  the  NCUA 
actively  aiding  and  abetting  the  expansion  of  its  members;  now  it  is  attempting  to  make  the 
departure  of  its  members  virtually  impossible.    Assuming  that  the  credit  union  receives  the 
affirmative  vote  of  the  majority  of  its  members  (a  requirement  that  SCBA  supports),  the 
credit  union  must  still  receive  the  approval  of  NCUA  which  will  deny  the  conversion 
application  if  it  determines  that  the  conversion  "is  motivated  by  other  than  the  members' 
interests."' 

Further,  NCUA  attempts,  in  an  unbelievable  abridgment  of  free-speech  principles,  to  outlaw 
consideration  by  boards  of  federal  credit  unions  of  even  the  concept  of  conversion.''   While 
the  NCUA  has  tremendous  regulatory  power  over  credit  unions,  it  has  attempted  to  supplant 
its  business  judgment  for  that  of  the  boards  of  credit  unions.    Conversion  may  be  the 
appropriate  course  of  action  for  a  credit  union  that  wishes  to  increase  its  competitive  ability 
by  acquiring  other  financial  entities  beyond  the  ever  thinner  bands  of  the  "common  bond." 
Unfortunately,  NCUA  attempts  to  improperly  expand  its  regulatory  reach  to  abridge  the 
ability  of  credit  unions  to  discuss  this  option. 

SCBA  urges  the  NCUA  to  reconsider  its  approach  to  the  potential  conversion  of  credit 
unions.    Under  the  rule  as  proposed,  a  credit  union  must  seek  the  affirmative  vote  of  its 
members,  the  approval  of  the  NCUA  and  then  another  level  of  regulatory  requirements  at 
any  of  the  other  regulatory  agencies  to  receive  a  new  charter,  deposit  insurance,  followed  by, 
if  necessary,  another  regulatory  process  to  convert  to  a  stock  charter  that  in  a  number  of 
instances  includes  an  affirmative  vote  of  the  members.   The  disclosure  requirements  are 
substantial.    The  NCUA  proposal  adds  little  to  this  process. 

NCUA  is  requesting  comments  as  to  whether  it  should  require  the  use  of  a  uniform  member 
notice  for  institution  merger/conversions.    SCBA  suggests  that  the  real  issue  is  not  the  form 
of  the  notice  (certain  types  of  information  should  be  communicated),  it  is  whether  NCUA 
will  approve  any  mergers  or  conversions.    Based  on  the  preamble  to  this  rulemaking,  it 
appears  not.    Such  a  result  is  inappropriate  and  SCBA  urges  the  NCUA  to  reconsider. 
NCUA  should  work  cooperatively  with  the  other  banking  regulatory  agencies,  both  state  and 
federal,  to  facilitate  an  orderly  process.    It  is  unrealistic  for  the  NCUA  to  erect  a  regulatory 
fence  around  its  regulated  credit  unions. 


Id 

"The  Board  is  aware  of  a  limited  number  of  more  recent  instances  where  federally 
insured  credit  unions  have  been  solicited  for  conversion  to  other  Institution  charters. 
The  Board  hereby  serve.s  notice  that  these  solicitations  should  stop."  Id. 
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If  you  have  any  questions  concerning  this  response,  please  contact  Dawn  Causey  at  202/857- 
3105. 

Sincerely, 


Randall  H.  McFarlane 
Director,  Government  Relations 
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REPORT  SUMMARY 

Competitive  Threat 

In  the  last  40  years  there  has  been  a  dramatic  and  continuing  decline  in  the 
proportion  of  U.S.  financial  assets  held  by  federally  insured  depositories.  Whereas 
depositories  held  65  p>ercent  of  the  total  assets  held  by  financial  service  firms  in  1950, 
they  held  only  47  percent  in  1989.  Although  the  most  dramatic  decline  has  occurred 
among  commercial  and  mutual  savings  banks,  recent  declines  have  occiured 
among  all  depositories,  including  credit  unions.  These  declines  largely  reflect 
increased  competition,  fueled  by  technological  innovation,  among  all  financial 
service  firms  and  the  difficulties  due  to  legal  and  regulatory  constraints  that 
depositories  confront  in  adapting  to  competition  in  the  financial  market  place. 

Although  there  will  always  be  competitive  battles  among  depositories,  their 
biggest  competitive  challenge  by  far  comes  from  competition  from  nonfederally 
insured,  nondepository  financial  firms.  The  small  and  recently  declining  credit 
union  share  of  all  financial  assets  held  by  financial  service  firms  currently  poses  an 
insignificant  competitive  threat  to  other  types  of  depositories,  especially  in  the 
context  of  growing  nondepository  competition.  The  appropriate  public  policy 
concerns  at  present  therefore  ought  not  to  emphasize  the  degree  of  competition 
among  depositories.  The  emphasis  instead  ought  to  be  on  the  ability  of  all 
depositories  to  adapt  to  competition  in  general  brought  about  by  an  evolving  market 
place. 
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Taxpayer  Dollars  Aie  Unlikely  to  Be  Necessary  to  Qose  FaUed  Credit  Unions 

The  most  important  public  policy  issue  to  be  addressed  is  whether  credit 
unions  will  fail  and  thereby  impose  losses  on  taxpayers  in  the  same  way  that  savmgs 
and  loans  have  done.  Overall,  federally  insured  credit  unions  completed  the  decade 
of  the  1980s  in  relative  solid  condition  with  their  income  and  capital  sufficient  to 
cover  any  anticipated  troubles. 

The  aggregate  health  of  an  industry  like  the  credit  unions,  however,  can 
obscure  financial  difficulties  among  a  minority  of  institutions  whose  condition  may 
jeopardize  the  viability  of  the  entire  federal  deposit  insurance  fund.  We  have 
identified  492  credit  unions  with  S8.1  billion  in  assets  that  have  reported  capital  less 
than  3  percent  of  assets.  These  credit  unions  should  be  considered  seriously 
undercapitalized.  Given  their  weak  capitalization,  they  have  an  incentive  to  use 
accounting  techniques  to  overstate  their  true  economic  condition  and  they  are  the 
credit  unions  most  susceptible  as  a  group  to  a  dowrntum  that  could  further  erode 
their  reported  capital.  As  a  result,  regulators  should  consider  them  subject  to 
immediate  closure  or  reorganization  and  consider  them  a  source  of  potential  losses 
to  the  NCUSIF.  This  does  not  mean  that  all  of  these  credit  unions  will  necessarily 
fail.  Instead,  it  means  that  from  the  perspective  of  evaluating  a  worst  case  in  which 
taxpayers  may  face  costs  these  are  the  credit  unions  most  likely  to  cause  the  loss. 

This  is  particularly  true  because  reported  capitJil  overstates  the  capital  buffer 
available  to  credit  unions  to  absorb  losses  because  of  the  nature  of  their  insurance 
fund.  More  specifically,  one  percent  of  all  insured  shares  in  credit  unions  is 
committed  to  the  NCUSIF,  with  this  amount  simultaneously  recorded  as  an  asset 
with  the  NCUSIF  and  with  the  credit  unions.  To  calculate  the  actual  capital  buffer 
for  each  of  the  low  capital  credit  unions,  the  1  percent  of  sh«ires  committed  to  the 
NCUSIF  would  need  to  be  subtracted  from  the  rep)orted  capital. 

This  undoubtedly  explains  in  part  why  the  number  and  assets  of  credit 
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unions  with  the  worst  examination  ratings  --  4  or  5  (signifying  weak  or 
unsatisfactory  performance,  respectively)  based  upon  a  rating  system  of  1  through  5, 
are  higher  than  those  merely  reporting  capital  less  than  3  percent.  In  September 
1989,  794  credit  unions  with  $8.4  billion  in  assets  were  rated  4  or  5  by  the  National 
Credit  Uruon  Administration  (NCUA). 

The  examination  ratings  suggest  that  while  all  of  the  credit  unions  with 
reported  capital-to-asset  ratios  under  3  p>ercent  may  have  been  rated  4  or  5,  some 
credit  unions  with  capital  ratios  above  3  percent  but  with  relatively  few  assets  were 
also  rated  4  or  5.  We  believe  it  is  reasonable  to  conclude  on  the  basis  of  these  two 
screening  devises  that  approximately  58  billion  in  assets  are  in  credit  unions  that 
pose  an  imminent  threat  to  the  NCUSIF,  particularly  in  view  of  the  deterioration  in 
the  economy  since  this  information  was  compiled. 

Based  on  the  cost  per  dollar  of  assets  of  resolving  failed  credit  unions  in  1989, 
it  would  cost  the  NCUSIF  approximately  $2.1  billion  to  dose  credit  unions  with  58 
billion  in  assets.  Since  the  current  total  reserves  of  the  NCUSIF  ("total  fund 
capitalization")  are  about  $2  billion,  approximately  all  of  the  currently  weak  credit 
unions  could  be  closed  without  taxpayer  assistance  if  necessary.  The  1989  cost  per 
dollar  of  asset  of  resolving  failed  credit  unions  was  higher  than  in  any  other  year  in 
the  1980s  for  which  we  have  data  (which  were  available  beginning  in  1984). 
However,  from  the  perspective  of  assessing  a  worst  case  in  the  midst  of  a  national 
recession,  we  believe  it  is  reasonable  to  use  the  most  recent  cost  per  dollar  of  assets 
in  resolving  failed  credit  uiuons.  Indeed,  dxiring  the  recession,  the  costs  are  more 
likely  to  rise  than  to  fall.  Alternative  scenarios  involving  lower  costs  are  also 
discussed  below  to  provide  a  broader  perspective. 

The  current  insurance  m^anism  for  credit  uiuons  was  adopted  in  1984  and 
essentially  places  the  entire  capital  of  the  credit  uiuons  behind  the  NCUSIF.  More 
specifically,  if  the  current  total  fund  capitalization  of  approximately  $2  billion  were 
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exhausted,  the  current  S13.5  billion  of  capital  of  the  industry  would  decrease  by  that 
amount  and  therefore  decline  to  approximately  $11.5  billion.  The  process  does  not 
stop  here  because  1  percent  of  all  insured  shares  or  $1.8  billion  out  of  the  remaining 
capital  of  all  credit  unions  would  then  be  required  by  law  to  be  used  to  recapitalize 
the  NCUSIF.  If,  in  what  would  have  to  be  considered  an  unlikely  disaster,  all  of  the 
additional  NCUSIF  capitalization  had  to  be  used  to  resolve  even  more  failed  credit 
unions,  the  capital  of  aedit  unions  would  fall  to  approximately  S9.7  billion,  and  the 
process  would  repeat  itself  until  all  failed  credit  unions  were  dosed.  Only  if  the 
entire  capital  of  the  credit  union  industry  were  exhausted  would  taxpayer  assistance 
be  required.  Anytime,  moreover,  the  NCUA  ccm  assess  an  annual  insurance 
premium  of  one-twelfth  of  one  percent  of  credit  union  deposits  to  replenish 
reserves. 

Given  the  current  capitJil  of  aedit  unions,  the  NCUSIF  capitalization,  and  the 
number  and  assets  of  weak  credit  unions,  we  believe  that  taxpayer  dollars  will  not  be 
needed  to  deal  with  failed  credit  unions.  Only  a  prolonged  and  deep  national 
recession  would  put  taxpayer  dollars  at  risk  for  credit  imion  closures.  The  relative 
aggregate  economic  health  of  credit  unions  in  part  reflects  the  virtual  absence  of 
selected  assets  on  their  balance  sheets  —  commercial  real  estate  loans,  loans  to  lesser 
developed  countries,  and  loans  for  mergers,  acquisitions,  and  corporate 
restructuring  —  that  have  proved  damaging  to  other  insured  depositories.  Credit 
unions  are  susceptible  nonetheless  to  deterioration  in  a  recession  as  the  incomes  of 
their  borrowers  decline  and  as  the  collateral  behind  loans  deteriorates.  As  a  result, 
delinquencies  and  defaults  on  loans  can  rise.  Credit  unions  organized  around  firms 
and  industries  that  are  damaged  more  than  average  by  a  recession  can  be  particularly 
vulnerable.  In  the  ensuing  months,  credit  imions  are  more  vulnerable  to  these 
effects  than  they  have  been  since  1981-1982. 
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Fraud  and  Regulatory  Forbearance  in  the  Qosure  of  Weak  Credit  Unions 

Fraud  was  involved  in  the  two  largest  losses  experienced  by  the  NCUSIF  in 
the  1980s  but  has  not  been  a  significant  factor  overall  in  the  failure  of  aedit  unions 
during  the  decade.  The  data  suggest  other  potential  problems,  however,  in  the 
closure  procedures  of  the  NCUA.  In  some  important  cases,  credit  unions  remained 
open  for  extended  periods  with  examination  ratings  of  4  or  5  and  ultimately  failed 
and  imposed  significant  costs  on  the  NCUSIF.  In  other  cases,  credit  unions  were 
closed  that  were  never  rated  4  or  5.  There  are  enough  instances  like  these  to  suggest 
that  the  closure  procedures  be  more  thoroughly  examined.  Unlike  the  case  of  thrifts 
and  banks,  however,  the  NCUA  does  provide  for  an  allowance  for  losses  for  all 
identified  problem  institutions  and  the  average  time  credit  unions  have  been  rated 
4  or  5  before  resolution  has  declined. 

Common  Bond,  Mutual  Form,  and  No  Corporate  Taxation:  The  Distinguishing 
Features  of  Credit  Unions 

Limitations  on  allowable  types  of  assets  and  liabilities  among  federally 
insured  depositories  have  been  significantly  eroded,  and  though  differences  remain, 
they  no  longer  present  material  distinctions.  Certainly  large  credit  unions  can 
engage  in  activities  similar  to  any  other  insured  depository.  What  currently 
distinguishes  credit  unions  from  other  depositories  are  common  bond  restrictions, 
mutual  ownership  form,  and  no  corporate  taxation  of  income. 

Except  for  credit  unions,  any  individual  with  appropriate  financial  capabilities 
can  gain  access  to  any  U.S.  financial  service  firm.  To  gain  access  to  a  credit  union  an 
individual  must  satisfy  a  common  bond  requirement,  however,  which  is  most 
frequently  based  upon  occupation.  Credit  uiuons  can  today  admit  members  from  a 
"field  of  membership"  that  can  comprise  more  than  one  common  bond.  In  the  past 
only  individuals  of  a  given  common  bond  had  access  to  a  credit  union.    Common 
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bond  restrictions  themselves  began  to  to  be  loosened  in  the  1960s.  The  relaxation  of 
common  bond  restrictions  and  the  increasing  fields  of  membership  have  allowed 
more  individuals  to  gain  access  more  easily  to  the  services  and  products  offered  by 
credit  unions,  and  have  thus  increased  the  demand  for  credit  union  services  and 
products. 

Mutual  ovsmership  form  means  that  credit  unions  are  owned  by  their 
depositors  or  members  in  proportion  to  their  deposits  or  shares.  In  contrast  to  stock 
form  that  prevails  in  the  commercial  bank  and  savings  and  loan  industries,  credit 
unions  do  not  have  to  earn  a  profit  to  pay  a  return  acceptable  to  the  stockholders. 
From  the  perspective  of  the  federal  deposit  insurer,  a  benefit  of  mutual  form  of 
ownership  is  that  if  deterioration  in  the  depositories  occur,  there  is  less  of  an 
incentive  to  engage  in  high  risk  activities  and  to  gamble  for  resurrection  to  provide 
gains  to  the  stockholders. 

The  absence  of  corporate  taxation  does  not  entirely  eliminate  taxation  for 
credit  unions.  Credit  unions  in  some  cases  pay  state  and  local  taxes  and  if  income  is 
distributed  to  members,  it  is  taxed  at  the  member's  marginal  income  tax  rate.  In 
contrast,  income  to  owners  of  stock-form  depositories  is  taxed  twice,  once  at  the 
corporation  level  and  once  at  the  stockholder  level  when  dividends  are  paid  out. 
The  absence  of  double  taxation  allows  credit  unions  to  price  loans  at  rates  below  or 
offer  deposits  at  rates  above  those  depositories  whose  income  is  subject  to  double 
taxation.  This  competitive  advantage  enjoyed  by  credit  unions  is  clearly  a  policy 
issue;  as  they  gain  allowable  activities  and  broaden  their  field  of  membership 
guidelines,   it  reduces  the  justification  for  federal  tax  exemption. 

Corporate  Credit  Unions,  the  U^.  Central  Credit  Union,  and  Interdepository  Risk 

At  year-end  1989  there  were  43  corporate  credit  unions  vdth  $21.2  billion  in 
assets.  These  credit  uiuons  receive  funds  primarily  from  other  credit  unions,  called 
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natural  person  aedit  unions  to  distinguish  them  from  the  corporate  credit  unions. 
On  average,  77  percent  of  the  individual  corporate  credit  union  assets  were  on 
deposit  with  the  U.S.  Central  Credit  Union,  which  had  $20.5  billion  in  assets.  A 
significant  portion  of  the  assets  of  U.S.  Central  are  short-term  deposits  with  large 
U.S.  commercial  banks  and  foreign  banks. 

In  essence,  the  corporate  credit  union  and  U.S.  Central  Credit  Union  structure 
was  originally  designed  to  provide  additional  liquidity  for  natural  person  credit 
unions.  Approximately  8.6  percent  of  natural  person  credit  union  assets  are  shares 
in  the  corporate  credit  unions,  another  2.3  percent  of  assets  are  in  cash,  and  another 
9.5  percent  are  on  deposit  in  commercial  banks,  mutual  savings  banks,  and  savings 
and  loans,  some  presumably  in  short-term  deposits. 

Whether  so  many  of  the  assets  of  the  natural  person  credit  unions  should  be 
distributed  in  this  form  is  a  policy  issue  that  needs  to  be  examined.  The  original 
purpose  of  credit  unions  was  to  concentrate  on  consumer  loans,  and  to  the  extent 
that  they  move  increasingly  away  from  this  activity  they  become  less  unique. 
Furthermore,  it  appears  to  us  to  be  a  questionable  policy  for  U.S.  Central  to  invest  as 
heavily  as  it  does  in  unins\ired  accounts  at  relatively  weak  major  commercial  banks 
and  in  foreign  banks.  Deposits  in  these  banks  and  the  additional  deposits  of  natural 
person  credit  unions  in  other  depositories,  especially  those  deposits  that  are 
uninsured,  put  credit  unions  at  risk  if  savings  and  loans,  commercial  banks,  and 
mutual  savings  banks  are  at  risk.  The  interdepository  risk  magnifies  the  risk  of  any 
one  category  of  depository  on  the  insurance  funds  of  the  other  categories.  All  of 
these  issues  require  careful  examination  by  the  credit  unions,  the  regulatory 
authorities,  and  the  Congress. 
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